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[
| Operational 2004 2005 2006 I :
Retail G\vﬂh Sold 5581 6,653 6821 bpren o ne 2006 Retail MWwh Sales
% Change 2.03% 1.09% 253% mLoi Y

Na:we Peak (MW) 1 3323 1376 1,428 Tt i
Customers atYear-End 332,125 340,853 349,731 o

/ joChange ] | 250% 263% 260%
Employees at Year-End Y 1,010 1,006

\

Generating Capaclty

/ I [ew— N e 4]
Plant \ Net Dapendatile Fuel Soutrce Energy Mix

" Generating Capability
Palo Verde 622 MW Nuclear 42%
Newman 474 MW Natural Gas
Rio Grande 229 MW Naturat Gas } 25%
Copper 62 MW Natural Gas
Four Comers 104 MW Coal ’ 9% NPV
) : Purchased Power 4% Resisiintial; 31%

Hueco Mountain : - Commercial & Ind, Small: 31%
Wind Ranch I MW Wind Commercial & Ind. Large: 18%
TOTAL 1,492 MW . 100%

Public Authorities: 20%




DEAR SHAREHOILDERS

Growth and stability. In recent years,
our customer base and sharehold‘eir value have
experienced a steady dose of the former while
our workforce and resource management strive:to

maintain the latter, We continue to apply upgrades .

to technology systems where they are found to be
cost effective and appropriate, to |mprove customer
interfaces, to continually research options for
matching future loads and resources, tq bestmanage
our capital structure and to optimize our financial
performance — all while seeking to assure rate
stability in both of our state-regulated“jurisdictions.

We served more customers-in 2006 than
ever before, almost 350,000, whose power demands
reached an all-time high of 1,428 MW in July, System
demand is only expected to climb.The Department
of the Army is beginning to implement its plan
1o significantly expand Fort Bliss, lacated entire'ly
within our service territory. It is estimated that the
addition of as many as 23,000 trocips and their

- r- families could significantly increase the population
[ ! RN B N N
g \ of El Paso County, not including what is expected to
JoN .
R ‘\ ' be the continued strong, organic growth of the west
i} /_" a \.\_ ' Texas and the southern'New Mexico regions.

We served more customers:
|n 2006 than ever before ...

A

/ ,"\\ Com o ‘/ ! Meeting those needs will present both
; 4 ' -
\\ A ‘: ’r‘,\\\ ( challenges and great opportunity. Vigorous growth in
N : \ \ | ourcustomerbaseshouldbringwithitacommensurate
S AN \ .S f
' N nCr N .
o } "/ ~ A ,C/ ease in revenues .
N ‘ - / } Our stock price also had a strong year
) ‘\\ S ! . 7in 2006. Mirroring the gains of the Dow Jones
[ /o, : .
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Old Mesilla in Southern New iexico
Utilities Total Return Index, our share price rose
almost 16 percent — implying steady value
improvement and shareholder confidence in the
course we have set for ourselves.

We reached an intra-day high of $25.05 per
share in 2006 before closing for the year at $24.37.
Since the latter part of 2002, when much of the
industry was suffering from the California market
crisis, our share price hasrisen fromayear-end closing
price of $11.00 on December 31,2002, representing a
22 percent compounded annual growth rate. While
we are aware that many direct and indirect factors
can influence the stock market, we are nonetheless
very pleased.with our performance.

Qur 2006 commaon stock eguity represented
approximately 48 percent of total capitalization
at year's end, significantly higher than our June
30, 1996 equity level of 19 percent. During 2006,
we continued our stock repurchase plan, buying
267 million shares of Company stock at a total
cost of approximately $62.4 million. At year-end




Mirroring the'gélm's of thé Dow Jones
Utilities Total Return\lndex our share prlce |
rose almost 16 percent ...

approximately 1.3 miilion additional shares were
authorized to be repurchased under the most
recent repurchase program approved by our Board
of Directors in September 2006.

We experienced strong fundamental results
during the year, enabling enhanced liquidity, and
improved bond ratings. We reported basic earnings-
per-share (EPS) of $1.29 (before an extraordinary gain
of $6.1 million, net of tax or 50.13 earnings per share
for the re-application of SFAS No. 71 in our Texas
jurisdiction}. In comparison, in 2005 we posted EPS
of 50.77 per share (excluding a net loss of $1.1 million,
net of tax or $0.02 per share for the cumulative effect
of an accounting change). Also, included in 2005
earnings was an_early extinguishment-of-debt loss
of $0.25 per share, or $12.1 million, net of tax.

' Every sector of our retail business posted
revenue growth in 2006. Total retail MWh sales
grew by 2.5 percent. We also achieved a new record
native system peak of 1,428 MW in July 2006,
surpassing the previous record of 1,376 MW set
in 2005,

We continued to enjoy strong off-system
{economy) energy sales and margins in 2006, as
both were slightly greater than realized in 2005. We
recorded margins of approximately $22.6 million

(before taxes and sharing with our Texas customers) -

on sales of almost 1.7 million MWh,

We increased our revolving credit facility
from $100 million to $150 million in 20086, providing
greater flexibility for meeting our cash payment

obligations. Our strong performance and enhanced

liquidity were recognized by Moody's Investor
Services which raised our senior secured debt rating
1o Baal in February 2007,

/ i

i S =

We continue to evaluate alternatives for
meeting future customer loads and replacing
aging natural gas-fired units in our existing
generation portfolic. We are evaluating the results
of a Request for Proposals (RFP} for up to 300 MW
of additional generation capacity in anticipation
of filing Certificates of Convenience and Necessity
applications in Texas and New Mexico. Our .cu‘rrent
plan is to have 250-300 MW of additional capacity
in service by 2011, We have also issued an RFP for
non-gas, demand and supply-side options to meet
additional load requirements as far out as 2014.

In late 2006, the Public Utility Commission
of Texas (PUCT) approved the margin sharing
agreement which? wasa-central part of our new
5-year rate agreement in our Texas jurisdiction. Rates
in Texas are now set until 2010, and we are serving
the City of El Paso under a new 25-year franchise
agreement that was executed in 2005.

City of El Paso

T
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2006 PERFORMANCE HIGHLIGHTS

{a} El Paso Electric {EPE) retained 50 percent of margins from 2003 through June 30, 2005. Beginning in July 2005, EPE's percemage of margins retained increased to 75 percent.

{b) 2004 information includes the effect of the charge 1aken in 2004 for the early extinguishment of debt of $3.3 million, net of tax or 30.07 per diluted share and the extraordinary gain recorded in
2004 pertaining 1o SFAS No. 71 for its New Mexizo jurisdiction of 5 1.8 million, net of tax or $0.04 per diluted share. N

(¢} 2005 information includes the effect of the charge taken in 2005 for the early extinguishment of debt of $12.1 million, net of tax or $0.25 lass per diluted share and a cumulative effect of an
accounting change for the adoption of FIN 47 of $1.1 million, net of tax or $0.02 loss per diluted share,

{d) 2006 information includes an extraordinary gain of $6.1 milfion, net of tax or $0.13 diluted earnings per share far the re-application af SFAS No. 71 to the Texas jurisdiction..

Common Stock Equity Market Price Per Share Cumulative Share
(percent of capitalization) {year-end) Repurchases
{in millions) o
50%
— H §25¢1 18p
™ 479 ki

sont —— % | | ' - 15) —

0% N i n $20 . 1500 [1529
N AN S N $15F - R
20 'i-‘f s10f ' 171 -

& o - ) L E
1% ! . 1. ~° ’ 55 i -
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2002 2003 2004 2005 2006 2006 2002 - 2‘003 - 2004

Relative Price Performance El Paso Electric vs.5 & P Electric

and S & P 500 Utilities Indices .
12/31/03 - 12/29/06

T T R T T T O o S P “12/2006 |
-EPE - S &P Electric - 5 &P 500 Utilities

[ Financial ($000) - b 2004 ' 2005 2006 B
Operating Revenues (netofenergy spenses) o

fetail Non-Fuel Base Revenues 5 428,426 % 436,466 % 445,940

Off-System Sales Gross Margins H 21,265 $ 20,267 $ 22,600

Retained Margins $_ . 13015(a) $  13,750(a) $ 18,261 (a)
Net Income (steresreordinany ganand umulativeefiectofaccomningchangel ~ $ 35,171 (b) & 35522(c) $ 67,450 {d)
Total Assets $ 1,580,835 $ 1,665,449 $ 1,714,654
I Common Stock Data ) o ! B ]
Earnings Per Share |diluted weighted average] $ . 073b) - 0.74 (c) % 140(d) - .
Market Price Per Share [yeacendclose] 5 1894 & 21.04 $ 24.37 .
Book Vatue Per Share $ 1123 3 5. 11.56 $ 12.60 e
Weighted Average Number of Shares o -

& Dilutive Potential Shares Outstanding _4g019721 48,307,910 48,164,067 .
Number of Registered Holders as of 12/31 4,486 429 4,145 ,

183%

185%
158%
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2006 Retail Non-Fuel Base
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! Residential: 39%

| Commercial & Ind. Small: 36%
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Public Authorities: 16%
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| |32

2002 2003 2004 2005 2008
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We :are also pleased to report that a

' stipulation with key intervenors has been executed

“and filed wnth the New Mexico Public Regulation

Commlsswn rn February 2007. This ‘stipulation,

*_ which is unopposed, fully resolves our current rate

filing} inthat jurisdiction and would increase non-fuet

“~base rates in New Memco by $5.8 million annually

beginning in July of this: year, as well as provide for

- our use of Palo Verde Unlt 3 at a stipulated pricing
’ methodology to serve ‘our growing New Mexico

customer-base. Flnal disposition of this matter will
“include a scheduled hearing in March 2007 with a
final order anticipated by July 2007,

“Growth and stability”is not just
a catchphrase, but an expectation.

Our efforts to renew our franchise in Las
Cruces (representing approximately nine percent of
our revenues} resulted in a two-year extension of the

_existing agreement. The two-year extension option

was part of the prior seven-year agreement and was
triggered by the City's affirmative decision to waive
its option to purchase the distribution assets within
the city limits. We- are understandably pleased
at the City's decision not to pursue the purchase
option, and look forward to continuing our 80-plus
years of providing electric service to this vibrant and
growing community.

The United States Army Air Defense Artillery
Center at Fort Bliss, located in the El Paso area, is
expected to see a significant increase of military
personnel in the next five years, more than doubling
the existing base population. We are excited about

the opportunity to continue our long-standing
service to Fort Bliss and its soldiers, When added
to our existing base of approximately 350,000
customers, these additions should approximate seven
percent cumulative growth over the next five to six
years,over and above our normat organic growth.We

are currently in discussions with Fort Bliss regarding’

additional electric infrastructure installations and
are negotiating a new, long-term rate package. This
contract is expected to serve the base at competitive
rates, while providing us with strong and predictable
revenues for the next five to seven years. These
rate negotiations and infrastructure additions are
expected to be completed in 2007,

Our commitment to provide reliable
electric service to our customers was evident again
in 2006 as key PUCT reliability measurements

“once again ranked EPE as the most reliable of the

major investor-owned electric utilities in Texas. This
ranking, despite record flooding in parts of our
service territory during 2006 and resulting damage
to our system, clearly reflects our employees’
continued dedication to maintaining our systems
and infrastructure and to providing the most
reliable electric service possible. In each of the two
key frequency and duration indices, EPE scored the
lowest (best) marks for reliability of electric service
in Texas. We answered over 13,000 trouble calls from
customers and trimmed over 40,000 trees to help
make our reliability scores the best in the state,
Another major benefit to our customers
was the implementation of an on-line hill and
payment system in March 2006 and the opening
of a new customer service facility in Las Cruces in
August 2006. Our 2006 customer satisfaction survey
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results. showed an improvement over 2005 in thev

overall score .a significant indicator_that - we are
|mprovmg rélations and managing the perceptions
and expectations of our growing customer base.
Community involvement continues to be a
major obje&ti{fe for us as ouremployees logged more
than 12 GOJ volunteer hoursin 2006.Employees also
donatlerf350 units of blood to United Blood Services
of E*Paso. We are very proud of our employees for

;j/‘h/elping us to contribute approximately $214,000 in
- 2006 to the United Way.We continue to be a leading

corporate contributor to this agency for the benefit
of those in need who live in our communities.

In 2006, El Paso Electric continued to do
what it does best — serve a growing customer base

George W. Edwards, Jr.
Chairman of the Board

gt

- ma
oAt
-

with reliable electricity. For us,"growth and stability”

is not just a catchphrase, but an expectation. Our
2006 accbmpiishments helped us to maintain an
operational and financial performance that we have
come to expect of ourselves, and we should be well
positioned to continue to perform in this manner.
As always, we remain focused on strengthening
our financial fundamentals, improving operational
performance and efficiency, providing high
quality reliable service to our customers at the
lowest reasonable cost, being a model corporate
community leader, and prowdmg a safe and

professional workplace for our valued employees.

On behalf of our Board of Directors and employees,
thank you once again for your continued support.

Gary R. Hedrick
President and CEQ

bkl -




OPERATING STATISTIC

=S

ST 2006 2005 - |[~"2004 2003
e (‘ . \
Operating Revenues (in thousands): \ / g
Non-Fuel Base Revenues: . / .

Retail: ‘ \\
Residential ) $ 175841 ] 173,007 ] 164,791 5 -161,852
Commercial and Industrial, Small 161,359 158,406 1~ 157,188 N 156,869
Commercial and Industrial, Large 40,502 39,192 41,096 41,402
Sales to Public Authorities 68,438 65,861 765,351 65,830

Total Retail Base Revenues 445,940 436,466 428,426% - 425,953
Wholesale: _ - - ) N
Sales for Resale ' . 1,794 1,687 1,675 W - © 3,223
Total Non-Fuel Base Revenues 447,734 438,153 430,101 \\ 429,176
R
Fuel Revenues: : S.
Recovered from customers during the period 225,401 164,500 143,692 125,956
Under {over) collection of fuel (3,655) 79,539 17,360 (13,:65)
New Mexico Fuel in Base Rates 30,033 29,440 27,956 27370,
Total Fuel Revenues 251,819 273,479 189,008 150,131
Off-System (Economy) Sales 95,932 78,209 78,533 76,536
Other 20,970 14,072 10,986 8,519
Total Operating Revenues 816,455 803,913 708,628 ) 664,362
Number of Customers (end of year):
Residential 311,923 304,031 296,435 289,179
Commercial and Industrial, Small 32,950 31,969 31,079 30,254
Commercial and Industrial, Large 58 61 58 63
- Other 4,800 . 4,792 4,553 4,524
Total 349,731 340,853 332,125 324,020 f
Average annual kWh use per residential customer 6,852 6,936 6,769 ,
Energy Sales, MWh:
Generated 6,908,006 7,500,144 . . 7.611,455 7,740,923
Purchased and Interchanged 2,208,661 1,255,626 1,410,114 1,250,707
Total Energy Supplied 9,116,667 8,755,770 9,021,569 8,991,630
Energy Sales, MWh:

Retail:

Residential 2,113,733 2,090,098 1,986,085 1,932,217
Commercial and Industrial, Small 2,159,599 2,126,918 2,115,822 2,096,860
Commercial and Industrial, Large 1,204,707 1,165,506 1,236,426 1,197,065
Sales to Public Authorities 1,343,129 1,270,116 1,243,003 1,224,349

Total Retail 6,821,168 6,652,638 6,581,336 6,450,445

Wholesale:

Sales for Resale 45,397 41,883 41,094 67,754

Off-System (Economy) Sales 1,635,407 1,420,778 1,838,467 1,920,882
Total Wholesale 1,680,804 1,462,661 1,879,561 1,988,636

Total Energy Sales 8,501,972 8,115,299 8,460,897 8,439,081

Losses and Company Use 614,695 640,471 560,672 552,549

Total, Net 9,116,667 8,755,770 9,021,569 8,991,630
Native System:
Peak Load, MW 1,428 1,376 1,332 1,308 .
Net Dependable Generating Capability for Peak, MW 1,492 ~—. 1,479 1,472 1,459
Total System: ’
Peak Load, MW 1,675 1,628 1,575 1,546
Net Dependable Generating Capability for Peak, MW 1,492 1,479 1,472 1,459
System Capacity Factor 59.7% 58.6% 61.3% 61.7%




OPERATING STATISTICS

2002 2001 2000 1999 1998 1997
157,122 $ 150,524 148,786 137,678 148,951 146,412
155,311 154,012 150,877 144,777 147,142 143,396

41,657 42,091 43,050 42,565 45,374 45,580
63,908 63,430 63,443 61,842 65,506 64,328
417,998 410,057 406,156 386,862 306,973 399,716
32,228 15 52,879 45,698 - 36,992 55,597 57,153
450,226 262,936 451,854 423,854 462,570 456,869
i
153,141 162,758 106,134 79,885 . 111,953 108,104
5,509 1,577 17,992 3,426 (2,836) 11,456
26,096 ‘ 25,219 24,490 22614 3,463 -
184,746 : 189,554 148,616 105,925 112,580 119,560
43,654 : 92,452 84,918 32,523 20,167 10,612
11,459 24,763 16,261 8,167 6,506 4,980
690,085 769,705 701,649 570,469 601,823 592,021
281,874 : 276,200 271,588 266,627 260,356 254,348
29,281 i 28,573 27,947 27,274 26,396 25,900
64 ‘ 65 63 60 - 58 61
4,431 ) 4,308 4054 3,957 3,867 3,811
315,650 309,146 303,652 797,918 290,677 284,120
6,604 g 8,520 5,553 B.26 B.291 5,285
7,785,938 8,183,713 8,706,790 8,392,890 8,586,098 8,186,187
1,549,875 951,359 905,770 328,225 478,396 617,651
9,335,813 9,135,072 9,612,560 8721,115 9,064,494 8,803,838
3
1,870,931 1,789,199 1,767,928 1,653,859 1,621,436 1,587,733
2,076,758 2,069,517 2,026,768 1,943,120 1,891,703 1,834,953
1,361,815 1,174,235 1,142,163 1,133,751 1,314,428 1,271,449
1,212,180 1,185,521 1,177,883 1,135,438 1,120,654 1,090,312
6,321,684 6,218,472 6,114,742 5,866,168 . 5,948,221 5,784,447
986,134 "L 1,460,383 1,282,540 905,975 1,757,880 1,897,885
1,483,465 : 929,914 1,714,288 1,497,880 888,708 640,017
2,469,599 2,390,297 2,996,828 2,403,855 2,646,588 2,537,902
8,791,283 T 8,608,769 9,111,570 8,270,023 8,594,809 8,322,349
544,530 L 526,303 500,990 451,092 469,685 481,489
9,335,813 T 9135072 9,612,560 8,721,115 9,064,494 8,803,838
;
1,282 ! 1,199 1159 1,159 1,167 1122
1,466 1,466 1,466 1,476 1,477 1,500
1,509 1,485 1427 1,307 1,464 1,442
1,466 1,466 1,466 1,476 1477 " 1,500
62.4% 61.8% 67.7% 64.0% 64.3% 61.9%




DISTRIBUTION

System Average Interruption
Frequency Index - SAIFI
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SAIF1 - the average number of sustained interruptions {5 minutes
or more) that each customer on the system could expect to experi-
ence over a one-year period. On average, EPE customers could have

System Average Interruption
Duration Index - SAIDI

47.4

B % &5 3 8 3 BE

E) Paso Elmctric Taxas Sectic
Uirhes

At
SAIDI - the average duration of sustained interruptions {5 minutes or
more) that each customer cn the system could expect to experience

over a one-year period. As a complement to SAIFI, customers on

expected 0.50 interruptions over one year.

EPE’s system could expect .50 interruptions over one year,and that
interruption would last 47.4 minutes.

INVESTOR RELATIONS

Securities and Records

r

The common stock of El Paso Electric is traded on the New York Stock Exchange.The ticker symbeol is EE.
EPE and The Bank of New York (BONY) act as ¢o-registrars for EPE's common stock. BONY maintains all shareholder records of EPE.

Form 10-K Report and Shareholder Inquiries

A complete copy of EPE’s Annual Report and Form 10-K for the year ended December 31, 2006, which has been filed with the Securities and Exchange
Commission, including financial statements and financial statement schedules, is available without charge upon written request to:

Investor Relations

El Paso Electric
P.O.Box 982

El Paso, TX 79960

Or call: {800) 592-1634

E-mail: investor_relations@epelectric.com - Web site: hitp://www.epelectric.com

Shareholder Services

Shareholders may obtain information relating to their share position, transfer requirements, lost certificates and other related matters by contacting

BONY Shareholder Services at (800) 524-4458.This service is available to all shareholders Monday through Friday, 8 a.m.to 8 p.m., EST.

SHAREHOLDERS

Address Shareholder Inquiries to:

The Bank of New York

Shareholder Relations

Church Street Station

PO.Box 11258

New York, NY 10286-1258

(800) 524-4458

Web site: httpy//www.stockbny.com

Annual Meeting of Shareholders

The annual meeting of El Paso Electric’s
shareholders will be held at 10 a.m.Mountain
Daylight Time on Wednesday, May 2, 2007,

at the Stanton Tower Building, 100 N.Stanton,

El Paso, TX 79901.1n connection with the meeting,
proxies will be solicited by the Board of Directors
of EPE. A notice of meeting, together with a proxy
statement, a form of proxy, and the Annual Report
to Shareholders for 2006, was mailed on or about
March 26, 2007, to shareholders of record as of
March 5,2007.

Send Certificates for Transfer
and Address Changes to:

The Bank of New York
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i DEFINITIONS
The following abbreviations, acronyms or defined terms used in this report are defined below:

Abbreviations,
Acronyms or Defined Terms Terms
2004 New Mexico Stipulation............... Stipulation'and Settlement Agreement in Case No. 03-00302-UT dated April 27,
2004 between the Company and all other parties to the Company's rate
proceedings before the NMPRC providing for, among other thmgs a three- -
year freeze on base rates after an initial 1% reduction

2007 New México Stipulation............... Stipulation in Case No. 06- 00258-UT dated February 6, 2007, between'the
: - Company and other partigs to the Company's rate proceeding before the .
o _ NMPRC.
ANPP Participation Agreement ........ e Arizona Nuclear Power Prolect Pamcnpat]on Agreement dated August 23,1973,
- : as amended
APS i et Arizona Public Service Company o "
. i Comisién Federal de Electricidad de Mexico, the national electne -utility of Mexico
City Rate Agreement ......cccccoovnrerernnnnns Rate Agreement dated July 21, 2005, between the Company and. the Ctty of
' N " El Paso providing for, arhong other things, most retat] base rates o rernam at
their current levels until June 30, 2010 . - PR
Common Plant or Common Facilities.... . *Facilities at or related to Palo Verde that are ¢ommon to all three Palo Verde units
COMPANY...rvarerrisrarrersecssincsnereecsmecssins El Paso Electric Company
DOE......cmieieinns United States Department of Energy
FASB ... Financial Accounting Standards Board
FERC iu..ivorerssssresseresesireseseneomseensens - Féderal Energy Regulatory Commission :
Fort Bliss.....ov e sne The United States Army Air Defense Center located in'El Paso Texas
Four Comers TPV Four Corners Generating Station
Freeze Period .....covervreeeoseoseesesmsmnrene+ Ten-year period beginning August 2, 1995, during whlch base rates for most

“Texds retail customers remained frozen pursuant to the Texas-Rate Stipulation
Kilovolt(s)
Kilowatt(s)
Kilowatt-hour(s) ot )
City of Las Cruces, New Mexico T ST s

* Megawatt(s) P e e « o .
Megawatt-hour(s) Ve e
New Mexico Public Regulation Commission ,
Net dependable generating capability.... The maximum load net of plant operating requ1rements which'a generatlng plant
' . can supply under specified conditions for a given time “interval, without
exceeding approved limits of temperature and stress.
New Mexico Restructuring Act............. New Mexico Electric Utility Industry Restructuring Act of 1999
Nuclear Regulatory Commission
Palo Verde Nuclear Generatmg Station
Those utilities who share in power and ‘energy entltlements and bear certain
allocated costs, with réspect to Palo Verde pursuant to the ANPP Participation
Agreement
Public Service Company of New Mexico
Statement of Financial Accounting Standards
Southwestern Public Service Company
Tucson Electric Power Company
Texas Comrmission........... : Public Utility Commission of Texas
Texas Freeze Period : Five-year period beginning July 1, 2005, during which base rates for most
. Texas retail customers remain frozen pursuant to the City Rate Agreement
Texas Fuel Settlement...............coccve. Seftlement Agreement in Texas Docket No. 23530 dated November 1, 2001,
: between the Company, the City of El Paso and various parties whereby the
Company increased its fuel factors, implemented a fuel surcharge and revised .
. ) . its Palo Verde Nuclear Generating Station performance standards calculation
Texas Rate Stipulation..........cocecninnn. Stipulation and Settlement Agreement in Texas Docket No. 12700 dated
August 30, 1995, between the Company, the City of El Paso, the Texas Office
of Public Utility Counsel and most other parties to the Company's rate
proceedings before the Texas Commission providing for a ten-year rate freeze
and other matters

- .
LI RN P

-

Texas Restructuring Law.......coo.cveeeneen. Texas Public Utility Regulatory Act Chapter-39, Restructuring of the Texas
. Electric Utility Industry
TPt Texas-New Mexico Power Company

)
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;v s .., 1+ FORWARD-LOOKING STATEMENTS: . ..,,i>» w u

Certain matters discussed in thls Annual Report on Form 10-K other, than, statements of historical
information are "forward-looking statements." The Prwate Securltles thlgatlon Reform Act of 1995
has established that these statements qualify for safe harbors from Ilablllty Forward lookmg Statements
may include words like we "beheve" "anticipate", "target", "expect", "pro forma" "cstlmate" "intend"
and words of similar‘mearing. : Forward “looking statements* descnbe our future-plans objectlves
expectanons or goals. Such’stdtéments address future events -and conditions ¢ concemmg and include, but

are not limited to such things as: - : ) T |
St [ I e, ey 1 I R I o IR
» capital expenditures,'- Tt e B R T TR
* earnings, T R SRR
* liquidity and capital resources, . : EPAI AR S
e litigation, . CLoL e T . b st "
e accounting matters, + ¥ .07 S JREN S T TR

. pOSSIbIe corporate restructurings, acquisitions and dlsposmons .

. comphance w1th debt and other restrictive covenants, e
. * interest rates and dmdends o v o o
) . enwronmental matters oy e - S e A

.. nuclearoperat:ons and R O S S e i
o, the overall economy-of.our-service area.. .. . . g v D ! Yool

"These forward- lookmg statementts involve known and’ unknown rlsks that may cause our actual
results in future periods to differ materially from those expressed in any ‘forward- looking statement.
Factors that would cause or contribute to such differences include, but are not limited to, such things as:

 our rates following the end of the Texas Freeze Period ending June 30, 2010,
¢ approval by the NMPRC of the 2007 New Mexico Stipulation,
o our rates following the 2007 New Mexico Stipulation,

¢ loss of margins on off-system sales due to changes in wholesale power prices or availability of
competitive generation resources,

* increased costs at Palo Verde,

e reductions in output at generation plants including Palo Verde,

¢ unscheduled outages including outages at Palo Verde,

e potential for strike or lockout due to union employees working without a contract,
o clectric utility deregulation or re-regulation, '

¢ regulated and competitive markets,

e ongoing municipal, state and federal activities,

e cconomic and capital market conditions,

¢ changes in accounting requirements and other accounting matters,

¢ changing weather trends, '

¢ rates, cost recoveries and other regulatory matters including the ability to recover fuel costs on a
timely basis,

-

‘e changes in envrronmental regulatlons

(iii)




some

-the impact of changes in interest rates

the impact of changes and downturns in the energy industry and the market for trading wholesale
electricity, '

political; legislative, judicial and regulatory developments,
the impact of lawsuits filed against us, ’

. ;
changes in, and the assumptions used for,. pens:on and other post-retnrement and post-

~employment benefit liability.calculations, as well as actual and assumed investment returns on

pension plan assets, .

the impact of changing cost and cost escalation and other assumptlons on our nuclear
decommissioning liability for the Palo Verde Nuclear Generating Station,

Texas, New Mexico and electric industry utility service reliability standards,
homeland security considerations, - .

coal, natural gas, oil and wholesale electricity prices, and

other circumstances affecting anticipated operations, sales and costs.

These lists are not all-inclusive because it is not possible to predict all factors. A discussion of
of these factors is included in this document under the headings "Risk Factors" and

"Management's Discussion and Analysis" "-Summary of Critical Accounting Policies and Estimates"
and "-Liquidity and Capital Resources." This report should be read in its entirety. No one section of
this report deals with all aspects of the subject matter. Any forward-looking statement speaks only as of
the date such statement was made, and we are not obligated to update any forward-looking statement to
reflect events or circumstances after the date on Wthh such statement was made except as required by
apphcable laws or regulatlons

]
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PART I

Item 1. " Business
General

El Paso Electric Company is a public utility engaged in the generation, transmission and
distribution of electricity in an area of approximately 10,000 square miles in west Texas and southern
New Mexico. The Company also serves a wholesale customer in Texas and from time to time in the
Republic of Mexico. The Company owns or has significant ownership interests in six electrical
generating facilities providing it with "a net dependable generating capablllty of approximately
1,492 MW. For the year ended December 31, 2006, the' Company's energy sources consisted of
approximately 42% nuclear fuel, 25% natural gas, 9% coal, 24% purchased power and less than 1%
generated by wind turbines.

The Company serves approximately 350,000 residential, commercial, industrial and wholesale
customers. The Company distributes electricity to retail customers principally in El Paso, Texas and
Las Cruces, New Mexico (representing approximately 57% and 9%, respectively, of the Company's
operating revenues for the year ended December 31, 2006). In addition, the Company's wholesale sales
mclude sales for resale to other electric utilities and power marketers and from time to time sales to the
CFE. Principal industrial and other large customers of the Company include United States military
installations, mcludmg Fort Bliss in Texas and White Sands Missile Range and Holloman Air Force
Base in New Mex1co two large universities, oil and copper reﬁnmg and steel production facilities.

“The Company's principal ofﬁces are located at the Stanton Tower, 100 North Stanton, El Paso,
Texas 79901 (telephone 915-543-5711). The Company was incorporated in Texas in 1901. As of
January 31, 2007, the Company had approximately 1,000 employees, 30% of whom are covered by a
collective bargaining agreement. The existing collective bargaining agreement with these employees
expired in June 2006, and the Company has been in negotiations on:a hew collective bargaining
agreement since May 2006 with these employees and with the 136 employees from the Company's
meter readmg and collections arca, facilities services area and customer service area who voted for
union representatlon in 2003 and 2004.. - e B

The' Company makes available free of charge through its website, WWW. epelectric.com, its

annual reéport on Form 10-K, quarterly reports on Form 10-Q, current reports'on Form 8-K, and all
amendments to those reports as soon as reasonably practicable afier such material is electronically filed
with or furnished to the Securities and Exchange Commission ("SEC"). In addition, copies of the
annual report will be made available free of charge upon written request. The SEC also maintains an
internet site that cohtains reports, proxy and mformatlon statements and ‘other information for issuers
that f' Ie e]ectromcally wrth the SEC The address of that site is www SEC.EOV.
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Facilities

The Company's net dependable generating capability of 1,492 MW consists of.the following: |

Net
Dependable
. _ Generating
S T U ? Primary Fuel Capabillfy N
e o Station st © _ _Tvpe gMW! AURICHENS
FL [ T L e UL ae
Palo Verde Station . _— Nuclear Fuel. . 622 CooL
Newman Power Station , Natural Gas,. . __474 i,
Rio Grande Power- Statron : - Natural Gas 229 2 oy
Four Corners Station g+« ;... Coal 104: ‘
Copper Power Station Natural Gas 63. e
Hueco Mountain Wind Ranch Wind - 1
o . (Total 1,492,
. - : I . ot - ; .
Palo Verde Station" . S " B e ’
' The Company owns a 15.8% interest in each of the three ‘nuclear generatlng units and Common

Facilities at Palo Verde, in Wmtersburg, Arizona,” The Palo Verde Part1c1pants ‘include the Company
and six other utilities: APS, Southern Cal1fom1a Edison Company ("SCE"), PNM, Southern’California
Public Power Authority: Salt River Project Agrlcultural Improvenient and Power District ("S RP") and
the Los Angeles Department of Water and Power. APS serves as operating agent for Palo Verdé,“and
under the ANPP Participation Agreement the Company has llmlted ab111ty to 1nﬂuence Operatmns and
costs at Palo Verde. ' . o -

R . . . .. oy :'

. The NRC has granted factllty operating licenses and full power operating hcenses for Palo, Verde
Units 1, 2 and- 3, which expire in 2024, 2025 and 2027, respectively... In addltton the Company is
separately licensed by the NRC to own its proport1onate share of Palo Verde.- T S

Pursuant to the ANPP Part|c1patton Agreement the Palo Verde Partlclpants share costs and
generating entitlements in the same proportion as their percentage interests in the generating units, and
cach participant is required to fund its share of fuel, other operations, maintenance and capital costs. The

ANPP Partlc1patlon Agreement prowdes that if a partlcrpant fails to meet its payment obligations, each

- : ‘ ._fg.‘.

.....

part1c1pant S T N T

I T ""nc ZL

NRC. The NRC regulates the operatlon of all commerc1al nucléar power reactors in the United
States, inicliding Palo Verde.. The NRC perlod1cally conducts mspechons of nuclear fac1l1t1es ‘and
monitors performance indicators to enable the agency 0 arnve at objective conclusmns about a
licensee's safety performance: Based on this assessment information and using a corniérstong evaluation
system, the NRC determines the appropriate level of agency response and oversrght including
supplemental inspections and pertinent regulatory actions as necessary.

In October 2006, the NRC conducted an inspection of the Palo Verde emergency diesel
generators after a Palo Verde Unit 3 generator did not activate during routine inspections in July and
September 2006. On February 22, 2007, the NRC issued a "white" finding (low to moderate safety
significance) for this matter. In connection with its finding, the NRC stated that it would use the
NRC action matrix to determine the most appropriate response, including any ‘increase in NRC

2




oversight or identification of actions that APS needs to take in response to'this performance deficiency,

and will notify APS .of its determination at a later date.- Under the NRC's.action, matrix, this finding,
coupled with a previous NRC "yellow" finding (substantial safety significance) relating to a 2004 matter
involving Palo Verde's safety injection systems, will place Palo Verde in the "multiple/repetitive
degraded cornérstone".column of the NRC's action matrix which the Company expects will result in an
enhanced NRC.inspection regimen. This enhanced inspection regimen and any.resulting corrective
actions could result-in increased operating costs at the plant. Of the 103 commeércial nuclear reactors.in
the United States regulated by the NRC, only three reactors were in the "multiple/repetitive degraded
cornerstone" category 'as of the fourth quarter 2006. The Company is currently unable to predict the

impact that the NRC's mcreased oversrght ‘may .have on Palo Verde's operations and - the cost. of .

operations; ' o Lo oo ' R L R AR I

Decommissioning. Pursuant to the ANPP Partlcrpatron Agreement and federal law, the
Company' must fund its share ‘of -the’ estimated costs to decommission Palo' Verde - Units'I; 2 and 3,
including' *the - Corhmon ‘Facilitics, through the term " of the|r respective  operating - “licenses.
Decommrssronrng costs are estimated every threé years based upon engmeermg cost studles perforrned
by outsrde engmeers retarned by APS e )

In accordance with the ANPP Partrcrpatlon Agreement, the Company is requrred to mamtaln a
minimum accumulation and a minimum funding level in its decommis$ioning account at thé end of each
annual reporting period, durmg the life of the plant. The Company was above its minimum fundmg level
as of December 31, 2006 The Company will commue to monitor the status of its. decommrssronmg
funds and adjust its deposrts if necessary, to remain at or, above its m1n1mum accumulatlon requrrements

rnthefuture i e Coa N T

ke b ~

; . , ot + - T, . T, - o f T !

In 2005 the Palo Verde Participants approved the 2004 Palo Verde decommlssronmg study Some

changes in the cost calculations occurred ‘between the ‘prior 2001*study and the 2004 study.” The 2004 -
study ‘estimated that the Company must find approxrmately $335.7 million (stated in 2004 dollars) to

cover its share of decommissioning costs.” The preyious ‘cost estimate from the 2001 study estimated that
the Company needed to fund approxrmately $311.6 million (stated in 2001 dollars) Had an equrvalent
estimaté been calculated for the 2001 study'in 2004’ dollars, based upon the same 3.6% escalatron rate
utilized in the'2001 study, the previous'estimate would have been $346 5 mrlhon See "Spent Fuel Storage
below.

' - i et N

Although the 2004 study was based on the latest available 1nformat10n there can be no assurance
that decommissioning cost estimates will-not increase in the future or that regulatory requirements will

not change, -In addition, until a new low-level radioactive waste repository. opens and operates, for a

number of years, estimates of the cost to dispose of low-level radioactive waste are subject to significant
uncertainty The decommissioning study is updated every three years. The 2007 study is expected to.be
complete in the second quarter of 2008 See "Disposal of Low- Level Radioactive Waste" below. v, -

toe v -
; v .. ' ‘e [ T TR P B

Spent Fuel Stomge The orrgmal spent fuel storage facrlltres at Palo- Verde had sufficient

capacity to storerall fuel discharged from normal operation of” all three Palo Verde units through’ 12003.

Alternative on-site storage facilities "and casks have been' constructed to supplement the - orrgmal
facilities. In March 2003, APS began removing spent fuel-froni the driginal facilities as necessary;-and
placing it in special storage casks which will be stored at the new facilities until accepted by the DOE
for permanent disposal. The 2004 decommissioning study assumed that costs to store fuel on-site will
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become -the responsibility of the DOE after 2037. APS believes -that spent fuel.storage or disposal
methods will be available to allow each Palo Verde unit to continue: to Operate throtigh the term of its
operatlng l1cense S . - . - . . _ Lo

Pursuant to the Nuclear Waste Policy Act of 1982 as amended in 1987 (the "Waste Act"), the
DOE is legally obligated to accept and dispose of all spent nuclear fucl and other hrgh level radioactive
waste generated by all domestic power reactors. In accordance with the Waste Act,.the DOE entered
into a spent nuclear fuel.contract with the Company and all other Palo Verde Parttetpants ‘The DOE has
previously reported-that its spent nuclear fuel disposal facilities would not be in operation in.the .near
future. Subsequent judicial decisions required the DOE to start accepting spent nuclear -fuel by
January 31, 1998. The DOE did not meet that deadline, and the Company cannot currently predict when
spent fuel sh1pments to the DOE's permanent d1sposal site will commence,

The Company expects to incur srgmﬁeant costs for on-site spent fuel storage durmg the life of
Palo Verde that the Company believes are the responsibility of the DOE. These costs are assigned to
fuel requiring the additional on-site storage and amortized as that fuel is burned until an agreement is
reached with the DOE for recovery of these costs. In December 2003, APS, in conjunction with other
nuclear plant operators, filed suit against the DOE on behalf of the Palo Verde Participants to recover
monetary damages associated with the delay in the DOE's acceptance of spent fuel. - The Company 1s
unable to predlct the outcome of these matters at this tlme

*Disposal of Low-Level Radioactive Waste Congress has established requirements for the
disposal by each state of low-level radioactive waste generated within’its borders. Arizona, California,
North Dakota and South Dakota have entered into a'compact (the "Southwestern Compact”) for the
disposal of low-level radioactive waste. California will act as the first host state of the Southwestern
Compact, and Arizona will serve as the second host state. The construction and opening of the
California_low-level radioactive waste disposal site in Ward Valley has been delayed-due to extensive
- public hearmgs disputes over environmental issucs and.review of technical issues related to the
proposed site. Palo Verde is projécted to undergo decommissioning during the period in which Arizona
will act as host “for,.the Southwestem Compact. The, opposition, ..delays, uncertamty and costs
experrenced in Cal1fom1a demonstrate possrble roadblocks that may be encountered when Arlzona secks
to open its own waste’ reposltory APS’ currently believes that interim low level waste storage methods
are or will be available to allow each Palo, Veérde unit to continue to operate and to store safely low- level
waste until a permanent disposal facility is availablé.

Steam Generators. APS identified accelerated degradation in the steam generator tubes of each
unit which reqbired the eventual replacemeit: of the steam generators. - New-steam generators were
instalted-at-Unit 2 during 2003 at a cost to the Company of approximately $45.3 million ($36.4 million
in direct costs} and in Unit | during 2005 at a cost'to the Company of approximately $40.1 million
($36:1 million in direct costs). The 'steam generators at Unit 3 are scheduled to be replaced in late 2007.
The steam generator replacements were based on analysis of the net economic benefit from expected
improved performance of the respective units and the need to realize continued production from the:
units over their full licensed lives. The eventual total project cash expenditures for steam generator
replacements - for Units-1, 2 and 3 are currently estimated to.be $710.5 million in direct costs (the
Company's portion being $112.3,million). . As:-of December 31, - 2006, the Company has paid
approximately $87.7 million of such costs.  The Company expects its portion will be substantially
funded with internally generated cash. See also Part 1, Item 7, "Management's Discussion and Analysis
of Financial Condition and Results of Operations — Overview." -
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After the steam generators were replaced at Palo Verde Unit | it operated at significantly
reduced power levels from December 25, 2005 until March 18, 2006 and did not operate from
March 18, 2006_until early July 2006 while repairs and modifications were made to one of its shutdown
cooling lines. Palo Verde.Unit 1 reached full capacity on July 16, 2006. . Palo Verde Umt I experlenced
a 27 day outage in September and October 2006 to replace pressurizer heaters: '

Reuactor Vessel Heads In accordance wrth appllcable NRC requnrcments APS conducts regular
inspections of reactor. vessel heads at Palo Verde.Units |, 2.and 3. In an effort to reduce long-term
operating costs at the,station related to inspection of the reactor heads, related-equipment, and possible
repair costs, APS plans 10 replace; reactor vessel heads at Palo Verde. Reactor vessel head replacement
is scheduled to occur at Units 1, 2 and 3:1n.2010; 2009 and 2009 »respectwely The Companys share of
the costs for this project is estimated to be $21.3 million. . N

Liability and Insurance Matters. The Palo Verde participants have insurance-for public liability
resulting from nuclear energy hazards to the full limit of liability under federal law currently at
$10.8 billion. This potential liability is covered by primary-liability insurance provided.by commercial
insurance carriers. in the amount of $300 million. and the balance by,an industry-wide retrospective
assessment program. If a loss at a nuclear power plant covered by the programs exceeds the
accumulated funds in the primary level of protection, the Company could be assessed retrospective
premium adjustments on a per incident basis. Under federal law, the maximum assessment per reactor
under the program for each nuclear incident is approximately $101 million, subject to an annual limit of
$15 million per incident. Based upon the Company's 15.8% interest in the three Palo Verde units, the
Company's. maximum. potential assessment per  incident for all three units is approxlmate]y
$47.9 million, with. an annual payment Itmltatlon ofapproxrmately $7.1 million. K T

The Palo Verde participants maintain "all risk" (including nuclear hazards) insurance for
property damage to, and decontamination of, property at Palo Verde in the aggregate amount of
$2.75 billion, a substantial portion of which must first be applied to stabilization and decontamination.
The Company has also secured insurance against, poriions, of any increased,cost of generation or
purchased power and busmessrmterruptlon resultmg from a sudden and unforeseen outage of any of.the
three units. The i insurance coverage, discussed m this and.the previous paragraph is subject to certam
policy conditions and exclusions. A mutual 1nsurance company whose members are utilities with
nuclear facilities i issues these pol|c1es If losses at any nuclear facrllty covered by thls mutual msurance
company were. to, exceed the accumulated funds for these insurance programs, the Company. could be
assessed retrospectlve premium adjustmcnls of up to $9.5. mllllon for the current policy perlod

- N I. ."'4 PR - ' | Y e S ' '

Newman Power Station

i S

o .
5 ity

. The Company's Newman Power Statlon located in El Paso, Texas, consists of three steam-
electrlc .generating units and one combmed cycle generatmg unit with an. aggregate capacrty of
approxrmately 474 MW. The unlts operate primarily on natural gas,but can also operale on fuel oil..

' te .o o . 1 - . +
1 v * f . v . Y .

Rlo Grande Power Statlon ’ )

4y Py

. The Company's Rio Grande Power Station, located in Sunland Park, New Mexico, adjacent to
El Paso, Texas; ,consists.of three steam-electric generating units with; an -aggregate capacity. of
approxrmately 229 MW. The units operate pnmanly on natural gas but can also operate on fuel oil. .,

' S e . : N . oo, . T " P e
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Four Corners Station ' - . ¥ .o

The .Company owns a 7% interest, or approximately 104 MW, in Units 4 and 5’ at Four Corners,
located in northwestern New Mexico. Each of the two coal-fired generating units has a total generating
capacity of 739 MW. The Company shares power entitlements and certain altocated costs of the two
units with APS (the Four Comers operatmg agent) and the other participants, PNM, TEP SCE and SRP.

‘u L ¥ [

Four Comers is located on land under easements from the federal government and a lease from
the Navajo Nation that expires in 2016, with a one-time option to extend the. term for an additional
25 years.” Certain of the facilities associated with Four Comers, including transmission lines and almost
all of the contracted coal sources, are also located 'on Navajo land. Umts 4 and 5 are located adjacent to

a surface-mined supply of coal. .o : . .

Copper Power Station

-+ Theé Company's. Copper Power Station, located’ in ElPaso, Texas, consists of a 62 MW
coimbustion turbine uSed primarily to meet peak demands. The unit operates primarily on natural gas
but can also operate on fuel oil. L .o _— : .

Hueco Mountam Wind Ranch ‘ -

The Company's Hueco Mountam Wind Ranch, located in Hudspeth County, east of El Paso County
and adjacent to Horizon City, currently consists of two wind turbines with a total capacity of 1.32 MW of
which a portion, currently 28%, can be used as net capabthty for'resource planning purposes.

Transinission and Distribution Lines and Agreements ' e ol

The Company owns or has significant ownership-interests in four major 345 kV transmission
lines in New Mexico, three 500 kV lines in Arizona, and owns the transmission and distribution network
within its New Mex1co and Texas retail service ared and operates these facilities under franchise
agreements with various municipalities. The Company is also a party to various transmission and power
exchange agreements that, together with its owned transmission lines, enable the Company to deliver its
energy entitlements from its remote generation sources at Palo Verde and Four Cormers to its service
area. Pursuant to standards established by the North" American Electric Reliability- Corporation
(formerly the North American Electric*Reliability Councrl) and the Western Electricity Coordinating
Council, the Company operates its transmission system in a way that allows it to mamtam system
integrity in the event that any one of these transmission lines is out of service.

Springerville-Diablo Line. The Company owns a 310-mile, 345 kV transmission line from
TEP's Springerville Generating Plant near Springerville, Arizona, to the Luna Substation near Deming,
New Mexico, and to'the Diablo Substation near Sunland Park, Néw Mexico. This transmission line
provides an interconnection with TEP for delivery of the Company's generation entltlements from
Palo Verde and, if necessary, Four Comers.

" Arroyo-West Mesa Line. The Company owns a 202-mile, 345 kV transmission line from the
Arroyo Substation located near Las Cruces, New Mexico, to PNM's West Mesa Substation located near
Albuquerque, New Mexico. This is the primary delivery point for the Company's generation entitlement
from Four Corners, which is transmitted to the West Mesa Substation over approximately 150 miles of
transmission lines owned by PNM.




.. Greenlee-Newman -Line. The Company owns: 40% of*a 60-mile; 345 kV transmission line
between TEP's Greenlee* Substation-near Duncan, Arizona to the Hidalgo Substation-near Lordsburg,
New Mexico, approximately 57% of a 50-mile, 345kV transmission line between the Hidalgo
Substation and the Luna Substation and 100% of an 86-mile; 345 kV transmission line between the Luna
Substation and the Newman Power Station. "These lines* provide an interconnection with TEP for
delivery of the Company's ‘entitlements from Palo Verde and, if necessary, Four Corners.- The’Company
owns the Afton 345 kV Substation located approximately 57 miles from the Luna Substation on the
Luna-to-Newman portion of the line. The Afton Substation interconnects'a generator owned and
operated by PNM Resources. - ' ' SR C g

AMRAD-Eddy County Line. The Company owns 66.7%of a 125-mile, 345 kV transmission line
from the AMRAD Substation near Oro:Grande, New Mexico, to the Company's and PNM's (formerly
TNP's) high voltage direct current terminal at the Eddy County Substation near Artesia, New Mexico.
The Company owns 66.7% of the terminal. This terminal enables the Company to connect: its
transmission system to that of SPS (a subsidiary of Xcel Energy), providing the Company with access to
purchased and emergency power from SPS and power markets to the east. - ' ' '

Palo Verde Transmission and Switchyard. The Company owns 18.7% of two 45-mile, 500 kV
lines from Palo Verde to-the Westwing Substation located northwest of Phoenix near Peoria, Arizona
and 18.7% of 4 75-mile, 500 kV line from Palo Verde to the Jojoba Substation, then to the Kyrene
Substation located near Tempe, Arizona. ‘These lines provide the Company with a transmission path for
delivery of power from Palo Verde. ‘The Company also owns 18.7% of two 500kV switchyards
connected to the Palo Verde-Kyrene 500 kV line: the Hassayampa switchyard adjacent to the southern
edge of the Palo Verde 500 kV switchyard and the Jojoba switchyard approximately 24 miles from
Palo Verde. These switchyards were built to accommodate the addition- of new generation and
transmission in the Palo Verde area.

t,

Environmental Matters - . . -

The Company is subject to regulation with respect to air, soil and water quality, solid waste
disposal and other environmental inatters by federal, state, tribal and local authorities. Those authorities
govern current facility operations and have continqirfg jurisdiction over facility modifications. Failure
to comply with these environmental regulatory requirements can result in actions by regulatory agencies
or other authorities that might seek to impose on the Company administrative, -civil, and/or criminal
penalties. If the United' States 'regulates green house gas emissioris, the Company's fossil fuel generation
assets will be faced with the additional cost of monitoring, controlling and reporting these emissions. A
significant portion of the Company's generation assets are nuclear and gas fired. As a result, the
Company does not believe such regulations would: impose greater burdens on the Company than on
most other electric utilities. In addition, unauthorized releases of pollutants or contaminants into the
environment can ‘result in costly cleanup- obligations that- are subject to enforcement by regulatory
agencies. Environmental regulatiohs 'can change rapidly and-are often difficult to predict. While the
Company strives to prepare ‘for- and implement changes necessary to -comply with changing
environmental regulations, substantial expenditures may be required for the Company to comply with
such regulations in the future.

The Company analyzes the costs of its obligations arising from environmental matters on an
ongoing basis and believes it has 'made adequate provision in its-financial statements to meet such
obligations. As a result of this analysis, the Company has a-provision for environmental remediation
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obligations of approximately $2.0 million as of December 31, 2006, which is related to compliance with
federal and state environmental standards.” However, unforeseen expenses associated with compliance
could have a material adverse effect on the future operatlons and f nanCIal condmon of lhe Company iy

Along with, many other. compames the Company recelved from the, Texas Comm1ssnon on
Environmental Quality ("TCEQ") a request for information in 2003 in connection with environmental
conditions at a facility in San Angelo, Texas that was operated by the San Angelo Electric Service
Company ("SESCO"). In November 2005, TCEQ proposed the SESCO site for listing on the registry of
Texas state superfund sites and mailed notice to more than five hundred entities, including the
Company, indicating that TCEQ considers each of them to be "potentially responsible parties” at the
SESCO site. The Company received from the SESCO working group of potentially responsible parties
a settlement offer in May 2006 for remediation and other expenses ‘expected.to be incurred in connection
with the SESCO site. The Company's position is that any liability it may have related to the SESCO site
was discharged, in the Company's bankruptcy. . At this time, the Company has not agreed to-the
settlement or to otherwise participate in the cleanup of the-SESCO site and is unable to predict- the
outcome of this matter. While the Company has no reason-at present to believe that, it will incur
material liabilities in connection with the SESCO site, it has accrued $0.3 million for potential costs
related to this matter.

n the first quarter of 2006 a fuel 01] release was discovered at one of the Companys local
generating plants. The fuel oil from an above ground storage tank-spilled due to a pipeline malfunction
and was contained inside a safety corridor. H.is estimated-that approximately 95% of fuel oil released
was recovered and placed back into the fuel inventory. During the second quarter of 2006, the Company
completed its assessment of the situation and started the remediation process on the contaminated soil
containing the remaining 5% of the fuel oil. The estimated.cost to address this incident is $0.8 million
which has been recorded as maintenance expense in the Company's financial statements. . i

On September 26, 2006, the Secretary of the New Mexico Environment Department issued a
Compliance Order concerning the Company's Rio Grande Generating Station, located in. Dona Ana
County, New Mexico. The Compliance Order alleges that, on approximately 650 occasions between
May 2000 and September 2005, the Rio Grande Generating Station emitted sulfur dioxide, nitrogen
oxides or carbon monoxide in excess of its permitted emission rates and failed to properly report these
allegedly excess emissions. The Compliance Order asserts a statutory authority to_seek a civil penalty
of up to $1.5,000 per violation for each of the violations alleged. The Company disputes the allegations
made and has requested a hearing before the New Mexico, Environment ,Department on the matter.
While the Company cannot predict the outcome of this matter, it belleves no penaltics have been
incurred. . ' L R - £ ;

- e

Except as described_ herein, the Company 18, not aware of any other active mvesugatlon of its
compliance with environmental requirements by the Environmental Protection Agency, the TCEQ or the
New Mexico Environment Department which ;is expected .to result .in any- material liability.
Furthermore,.except as described herein,; the Company,is not-aware,of any unresolved, potentially
material liability it would face pursuant to the Comprehensive Environmental Response, Comprehensive
Liability Act of 1980, also known as the Superfund law. PRSI -

Construction Program
Utlhty construction expendltures reﬂected in the: followmg table consist primarily of local
generatlon expanding -and ,updating ;the transmission and distribution systems, including growth
associated with the expansion of Ft. Bllss and the cost of capital improvements and replacements at
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Palo Verde, including the fabrication and installation of Palo Verde Unit 3 steam generators and reactor
head vessel replacements for all three units at Palo Verde. Replacement power costs expected to be
incurred during the replacement of Palo Verde Unit 3 steam generators and the replacement reactor
vessel heads at Palo Verde are not included in construction costs. Studies indicate that the Company will
need additional power generation resources to meet increasing load requirements on its system which
are included in the table below. 4

1 : A

The Companys estimated cash. eonstructlon costs for 2007 through 2010 are approxnmately '

$716 million. Actual costs may. vary from the construction program estimates shown. Such estimates
are reviewed and updated perlodlcally 10 reﬂect changed conditions. -

i - . ! : Lo PR
By Year (l)(2)(3) : v By Function B
_(In millions) - - : * (Im millions) . e e
2007, eeeeemmreerreeeenesnens ‘e $ 15377 Production (12500 87362 77
2008.....cccccvmne, TN - 182 Transmission .......c...eoeeerinne 83
02009, e, e 205 Distribution (3)%...oon.i... o 198 .
2010, e vt 176 General........... Y £ |
. Total oo i 3716 Total $ 716,

(1) Does not include acqutsmon costs for nuclear fuel. See "Energy
" - Sources — Nuclear Fuel." .
(2) Includes  $226 million for local generat:on $17 million for the
. Four Corners Statlon and $119 million for the Palo Verde Station.
3) _]ncludes expendltures to meet needs of Ft. Bliss expansmn to support )
' increase of 20,000 soldiers resulting from Base Realhgnment and -,
Closure Commission recommendations. '

Energy Sources -

General i ¢ ‘ .

] [ N P : M PR

The following table summarlzes the percentage eontrlbutlon of niiclear fuel, hatural gas coal and
purchased power to the fotal kWh energy mix of the Company Energy generated by wmd turbmes
accounted for less than I% of the total kWh energy mix. :

PR P ‘ Years Ended December 31,

- Power Source Tee 2006 _ 2005 _ 2004 -
Nuclear fuel ..o S e o L. 2% . 46%. . 49%
Natural gas.........cocrvemreerrererenen. IS et 25 30 27
CO08Luiiiiiiccec e s 9 9 8
Purchased power................ ceerrreeas s \ 24 15 . .16
CTotah.. e, O P PR RN e _100% LOQ% ___100%

- Nuclear generation was below historical levels during 2006 as a result of an extended unf;lan'n‘eq
outage at Palo Verde Unit 1 and refueling outages at Palo Verde Units2 and 3 during 2006. At
December 31, 2006, Palo Verde was operating at full capacity. Allocated fuel and purchased power
costs are generally passed through directly to customers in Texas and New Mexico pursuant to
applicable regulations. Historical fuel costs and revenues are reconciled periodically in proceedings
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before the Texas Commission and the. NMPRC. See "Regulation — Texas' Regulatory Matters" and "-
New Mex1c0 Regulatory Matters." . N - W

A R . . . , " T
Nuclear Fuel - ' S ST ' ‘ .

The nuclear fuel cycle for Palo Verde consists of the followmg stages: the mining and m1llmg of
uranium ore to produce uranium concentrates; the conversion of the uranium concentrates to uranium
hexafluoride ("conversion services"); the énrichment of uranium hexafluoride ("enrichment: servrces")
the fabrication of fuel-assemblies ("fabrication: services™); the utilization of the fuel assemblies in the
reactors; and the storage and disposal of the spent fuel. The Palo' Verde Participants have contracts in
place that will furnish 100% of Palo Verde's operational requirements for uranium concentrates,
conversion services and enrichment services through 2008. Such contracts could aiso provide 100% of
enrichment services in 2009 and 2010. The Palo Verde Participants have a contract that will provide
100% of fabrication services until at least 2015 for each Palo Verde unit.

Nuclear Fuel Financing. Pursuant to the ANPP Participation Agreemént, the Company owns an
undivided interest in nuclear fuel purchased in connection with Palo Verde. The Company has available
a total of $150 million under a revolving credit facility that provides for both working capital and up to
$70 million for the financing of nuclear fuel. During the term of the agreement, the revolving credit
facility may be increased to $200 million. This facility was renewed in 2006 for a five-year term ending
April 11, 2011. At December 31, 2006, approximately $46.2 million had been drawn to finance nuclear
fuel. The Company anticipates that its borrowmgs to finance nuclear fuel will lrkely increase in the
future due to expected increased costs for uranium concentrates, This financing is accomplished
through a trust that borrows under the credit facility to -acquire and process the nuclear fuel. The
Company is obligated to repay the trust’s borrowings with interest. In the Company's financial
statements, the assets and liabilities of the trust are consohdated and reported as assets and liabilities of
the Company.

Natural Gas B

The Company manages its natural gas requirements through a combination of a long-term supply
contract and spot market purchases The long-term supply contract provides for firm deliveries of gas at
market- based indéx prices. In 2006, the Companys natural gas requ1rements at_the Newman and
Rio Grande Powet Statiofi were met with both short-term and long-term natural gas purchases from
various suppliers and it is expected to continue in 2007. Interstate gas is delivered under a base firm
transportation contract., The Company anticipates it will continue to purchase natural gas at spot market
prices on a monthly basis for a portion of the fuel needs for the Newman and Rio Grande Power Station.
The Company will continue to évaluaté the availability of short-term natural gas supplies versus long-
term supplies to maintain a relrable and econom1cal supply for the'Newman and RlO Grande Power
Station. - -

Natural gas for the Newman and Copper Power Stations is also supplied pursuant to an'intrastate
natural gas contract that expires in 2007. The Company is currently in the process of replacing this
c_(l)rrfnra,ct.

e - :
[ . X P R ' L I . sor
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Coal

APS, as operating agent for Four Corners, purchases Four Corners' coal requirements from a
supplier with a long-term lease of coal reserves owned by the Navajo Nation. The Four Corners coal
contract expires in 2016 which comc1des with the term of the Four Corners Plant lease with the Navajo
Nation. Based upon information from APS, the Company believes that Four Corners has sufficient
reserves of coal to meet the plant's operational requirements for its.useful life. -

Purchased Power

v~ To supplement its own generation and operating reserves, the Company engages: in firm and non-
firm power purchase arrangements which may vary in duration and amount based on evaluation of the
Company's resource needs and the ‘economics of the transactions. In 2004, the Company entered into a
20-year contract, beginning in 2006 for the purchase of up to 133 MW of capacity and associated
energy from SPS. This contract includes a demand charge, fuel charge, variable operations and
maintenance charge, and a transmission charge. The contract provides that, in the event the transactions

thereunder are subject to adverse regulatory action, the affected party may initiate discussions with the

other party to assess whether modifications to the agreement may be appropriate. If the parties are
unable to reach a mutually satisfactory resolution within six months, either party may termmate the
contract by providing not less than two years prior written notice to the other party.

" In October 2006, the Company received notice from SPS ‘alleging that SPS has been subject to
adverse regulatory action by the Texas Commission in a fuel surcharge proceedmg (Docket No. 32685)
which. purportedly determined that. SPS should assign incremental fuel costs to the contract. The
contract provides for SPS to charge average fuel costs. The Company does not believe that the Texas

Commission's order in Docket No. 32685 constitutes an adverse regulatory action under the contract and®

intends to vigorously defend its position. The Company is unable to predict the outcome of this matter.
If the Company is unsuccessful.in defending its position ‘or .negotiating mutually satisfactory
modifications to the contract, SPS may'be able to terminate the contract early.  If the contract is
termmated early, the Company would need to replace the power available to it under the SPS contract

. In June 2006, the Company began exchanging up to 100 MW of capacity and assocrated energy
with Phelps Dodge Energy. The contract provides for Phelps Dodge to deliver energy to the Company
from its ownership interest in the Luna Energy Facility, an approximate 570 MW natural gas fired
combined cycle generation facility located in Luna County, New Mexico and for the Company to
deliver a like amount of energy at the" Greenlee delivery point. The Company may purchase up to
100 MW at a specified price at times when energy is not exchanged. The agreement was approved by
the FERC and contmues through December 31, 2021. A . '

" Other purchases of shorter duration were made durmg 2006 primarily to replace the Company 5
generatlon resources during planned and unplanned qutages and for. economlc reasons. ,

LI
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Operating Statistics
Years Ended December 31,

__2006 2005 2004
Operating revenues (in thousands):
Nen-fuel base revenues:
Retail: . L. S 3 :
ReSIAENUAl .........o..e.oceereeravnnssiess oo rsss $ 175641 "% 173,007 $ 164,791
. Commercial and industrial, small .................. RSO 161,359 . 158,406 157,188
" Commercial and industrial, 1arge...........cco.ccovrnrrunne. ‘40,502 b39,192 © 41,096 -
.Sales to public authorities ............ e 68438 - 65,861 65,351
Total retail base revVenues ..o cieecrrneiiiens 445,940 436,466 . 428,426
Wholesale:
Sales TOr TSl .. evereiceeeeeeeee e 1,794 1,687 ._ . 1675
Total non-fuel base revenuEs ....o.vovveverevrceiireseeeeinneens 447,734 438,153 ° 430,101
Fuel Revenues:
 Recovered from customers during the period................ L 225,441 - 164,500 143,692
Under (over) collection of fuel.........ccoocvvvrieiiiiiccneenene . (3,655) . 79,539 ., 17,360 -
New Mexico fuel in base rates.........ccoeeeevrcrnreneene ppee 30,033 29.440 27,956
Total fuel revenues ....cccceevvveeeneen. JERPRURRRO S 251,819 273,479 189,008
Off-system sales ....oooveveeecrneerrcieennd et ees st es 95,932 © 78209 ' 78533
L1 1T ST O PO YUV USRI OPRUORID G 20970 14,072 10,986
Total operating revenues ........icee e SO § 816,455 3§ 803913 § 708,628
Number of customers (end of year): PR _ . ,
Residential .........cco.oovee.e... et ns et 311,923 304,031 296 ,435
Commercial and industrial, small ..o 32,950 31,969 31,079
'Commercial and industrial, large ........... et erenene 58 AN ) A 58
Other ..ot ettt et e - 4800 - . 4792 - 4.553
TOtAL. et et 349,731 340,853 332,125
Average annual kWh use per residential customer................ 6852 6,936 6,769
Energy supplied, net, kWh.(in thousands) ‘ . o ]
Generated c.....oooeivierrerirrere e i e e e 6,908,006 7,500,144 7,611,455
Purchased and interchanged ........covcvvenierinrinncrncneservesrenns 2,208,661 1,255,626 - - _ 1.410:114
T TOtAL e s 9,116,667 8,755,770 = _95,021,569
Energy sales, kWh (in thousands): - ' :
Retail: . . _ . .
ReSIAential........ovivivvenieeseesieeee et se e st seeneens o 2,113,733 2,090,098 1,986,085
Commercial-and industrial, small.................lcoeee 2,159,599 2,126,918 v 2,115,822
+ Commercial and industrial, large .............. 1,204,707 - 1,165,506 .'1,236,426
Sales to public authorities ........ccocveeniiiiiieic e oo 1,343.129,  _1,270:;116 - _1,243.003
Total retail...c.....cceeeeeeriereereve e 6.821.168 6.652 638 6,581,336
Wholesale: : )
Sales fOT TESAIE 1..vvvvveieieeeeee e e ras e ©45397 41,883 41,094
Off-system sales.........ccccvvriienn. e s 1.635.407 1,420,778 1,838.467
Total wholesale ..........cccooevecniniciinincie e . 1.680.804  _ 1.462.661 1,879,561
. Total energy sales ..o, 8,501,972 8,115,299 - 8,460,897
" Losses and Company USe .......cceenmrerrevenens erereeee et 614,695 640471 ___ 560,672
S Total 9,116,667 8,755,770 9,021,569 .
Native system: S - S o o . .
Peak 1oad, kW ..o -~ 1,428,000 ~ 1,376,000 1,332,000
Net dependable generating capablllty for peak, kW ............ 1,492,000 1,479,000 1,472,000
Total system: o ' . )
Peak load, KW (1) ..o 1,675,000 1,628,000 1,575,000
Net dependable generating capab:hty for peak, kW (2)....... 1,492,000 1,479,000 1,472,000
System capacity fActor (3) ..o e reee 59.7% 58.6% 61.3%

(1) Includes spot firm sales and net losses of 260,000 kW, 252,000 kW and 243,000 kW for 2006, 2005 and 2004, respectively.
(2) Excludes 133,000 kW for 2006 and 103,000 kW for 2005 and 2004 of firm on and off-peak purchases.
(3) System capacity factor includes average firm system purchases of 133,000 kW for 2006 and 103,000 kW for 2005 and 2004,
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'Regulation

General - ! . S

The rates and services of the Company are regulated by incorporated municipalities in Texas, the
Texas Commission, the NMPRC, and the FERC. The Texas Commission and the NMPRC have
jurisdiction to review municipal orders, ordinances, and utility agreements regarding rates and services
within their respective states and over certain other activities of the Company. The FERC has
jurisdiction over the- Company's wholesale transactions. The decisions of the Texas Commission,
NMPRC and the FERC are subject to judicial review. : ' . : A
Texas Regulatory Matters

Texas Freeze Period and. anchrse Agreement. On- Ju!y 21 2005 the Company entered into an
agreement with the City to extend. its existing freeze period for an addltnonal five years expiring June 30;
2010. Under the City Rate Agreement which became effective as of July 1, 2005, most retail base rates
will remain at their current level through June 30, 2010. If, during the term of the agreement, the
Company's return on equity falls below the bottom of a defined range, the Company-has the right to
initiate a rate case and seek an adjustment to base rates. [f the Company's return on-equity exceeds the
top of the range, the Company will refund, at the City's direction, an amount equal to 50% of the pre-tax
return in excess of the ceiling.. The range is market-based, and at current rates, would be a range of
approxnmately 8.3% to 12.3%. .- Lo - o .

" Pursuant to the City Rate Agreement, the Company wnll share with its. Texas customers 25% of
off-system sales margins and wheeling revenues. Under the prior rate agreement, the Company shared
50% of off-system sales margins and wheeling revenues with Texas customers. ‘A request for approval
of the off-system sales and wheeling revenue sharing provision was filed with the Texas Commission in
January 2006 ("PUC Docket No. 32289"). On December 8, 2006, the Texas Commission approved the
margin sharing provisions of the City Rate Agreement in PUC Docket No. 32289 pursuant to settlement
agreements in that docket. -+ . : . e Ca

In PUC.Docket No. 32289, the Company entered into settlement agreements with the Texas
Commission Staft, a large industrial customer, the City, Texas'Ratepayers Organization to Save Energy,
and the Office of the Attorney General of the State of Texas (the "State") which (i) extended the rate
freeze to all customers in Texas; (ii) extended the earnings sharing provisions to all customers in Texas;
(iii) expanded the Comparny's support of low-income energy efficiency programs; and (iv) provides that
after the expiration of the City Rate Agreement, the Company will treat wheeling‘revenues and
expenses associated with non-native load in a manner consistent with then-existing Texas Commission
rules and other substantive and procedural law. In addition, the agreement with the State provides for the
Company to share 90% of off-system sales margins with.customers after the end of the City-Rate
Agreement on June 30, 2010 through June 30, 2015. This provision is not binding .on the Texas
Commission or. other settling parties. In addition, the Company agreed that upon the expiration ofthe City
Rate Agreement, it would file a full base rate case with the Texas Commission and the applicablecities
having original jurisdiction if requested to do so by the Texas Commission staff, the City, the State or
the Texas Office of Public Utility Counsel. The Company also retained the right to voluntarily file a full
base rate case. The Company currently anticipates that it will need base rate retief in that time frame.
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Under the terms of the City Rate Agreement, the Company has committed to spend at least 0.3%
of its El Paso revenues on civic and charitable causes within the City. The Company and the City also
engaged, at the Company's expense, the services of an independent consultant to review sthe
reasonableness of certain operating expenses of the Company. In June 2006, the consultant issued its
report stating that such expenses were reasonable.and, as a'result, the 'City Rate: Agreement remained in
full force'and effect.“The City Rate Agreement may also be reopened by the Cityrin the event-of a
company merger to seek rate reductions based on post-merger synergy savmgs R

i . .. 3 N [ . M ! T
v

The City also granted to the- Company a new 25-year franchlse which. became effective
August 2, 2005 and increased franchise fee payments from 2% to 3.25% ofgross receipts.earned within
the City limits. The franchise governs the Company's usage of City-owned property and the payment of
franchise fees. In August 2005, a dispute rose over the timing and characterization ofypast-and future
franchise fee payments to the City. The Company has continued to make payments in accordance with
the terms of ithe agreement while parties discuss. a resolution of this.issue. The Company does not
believe that such resolution will have a material adverse 1mpact on-its results of operations or financial
condition. . .. NET . R T TR ST o b

' - - ' - [
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Fuel and-Purchased Power. Costs. Although the Company's base rates are frozen under the City
Rate Agreement, pursuant to Texas Commission-rules and the City Rate Agreement, the Company's fuel
costs including purchased power energy. costs are passed through to its customers. In.January and July
of each year, the Company can request adjustments' to its. fixed fuel factor to more accurately reflect
projected energy costs associated with providing electricity, seek recovery of past undercollections' of
fuel revenues, and refund past overcollections of fuel revenues. All such fuel revenue and expense
activities are subject to periodic final  review by the Texas -Commission. in fuel reconciliation
proceedings. Pursuant to.Texas Commission rules, the Company must file a.fuel reconciliation for the
three- year perlod endmg February 28, 2007 by August 31,.2007.. .« . o0 g e
; S T ’ '
On January 5 2006 the Company filed a petition ("PUC Docket NG6. 32240") w1th the Texas
Commission to increase its fixed fuel factors and to surcharge under-recovered fuel costs as a result.of
higher natural gas prices. The Company requested an increase in its Texas jurisdiction fixed fuel factors
of $30.8 million or 16% annually to reflect an average cost of natural gas of $9.35 per MMBtu. The
Company also requested a fuel .surcharge -to recover.over a!twelve-month period approximately
$34 million of fuel undercollections, in¢luding interest, for under-recoveries for:the period September
2005 through November 2005. The requested fuel factor and fuel.surcharge were.placed into effect on
an interim basis subject to refund.effective with February 2006 bills to customers. This proceeding was
abated .pending the .Texas Commission's decision in PUC Docket: No. 32289, the margin sharing
proceeding which-was approved December 8,-2006. The Company filed arunanimous settlement with
the Texas Commission fo resolve all issues in this docket on January-30, 2007. The settlement requests
approval of the fuel surcharge and fuei factor for the period February 2006 through January 2007, the
end of the surcharge.period. In addition, the Company agreed to reduce its fixed fuel factors by 10%
reducing annual fuel recoveries by.approximately $20.0 million per.year: The revised fixed fuel factors
reflect’natural gas prices of approximately $7.80 per MMBtu. The new fuel factors were approved on an
intérim' basis and placed into effect in customer bills in.February 2007 Theisettlement is subject to ﬁna]
approval by the Texas Commission Wh]Ch is expected in March 2007, « - . . I

n
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i . Palo Verde Performance Standards. The Texas Commission-established performance standards
for: the operation of Palo Verde pursuant to which each Palo'Verde unit is evaluated annually to
determine .whether its three-year rolling average capacity: factor entitles the Company to a reward or
subjects it to a penalty. The capacity factor is calculated as the ratio of actual generation to maximum
possible generation. If the capacity factor, as measured on a station-wide basis for any consecutive
24-month period, should fall- below 35%,-the parties to the City Rate Agreement-can seek-different rate
treatment for Palo Verde. The removal of Palo Verde from rate base could have a:significant negative
impact. on .the -Company's *‘revenues and financial condition. The Company ‘has calculated the
performance - rewards. for thé reporting periods ending ‘in 2006 and 2004 t0 be approximately
$0.4 million and. $0.2' million,: respectively: The 2006.and 2004 réwards will be ‘included along with
energy costs-incurred and-fuel revenue.billed as part of the Texas Commission's review: during-a future
periodic ‘fueltreconciliation proceeding’as ‘discussed abové:. -Under the performance- standards ‘the
Company. did.'not‘earn a performance reward nor incur a‘penalty ‘for 'the 2005 reporting period.
Performance rewards are not recorded on the Company's books untilithe Texas Commission has ordered
a final -determination-in ‘a. fuel proceeding or comparable evidence 'of collectibility is obtamed
Performance penaltles are recorded when assessed as probable by the Company: * '. ERTHN

") R , ; . e

" In a prior fuel reconmhatlon proceedmg ("PUC Dockét No 20450"), the Company agreed to
contribute any Palo Verde. rewards in its. next fuel reconciliation-to assist low-income customers in
paying their utility bills; In compliance with the Texas Commission ordér adopting:this agreement, the
Company made a payment.in November 2004 in the amount. of.$5.8 million to El Paso County General
Assistance Agency and Big Bend Community Center Committee, Inc. In further compliance with the
Texas Commission's order, the Company sought and received approval by the El Paso City Council in
January 2006 to remit to the City approximately $5.8 million in Palo Verde performance reward funds to
fund demand side management programs as requested such'as weatherization with a focus.on programs
to assist small business.and commercial. customers. -As of December 31, 2006 $6.0 million, including
accrued interest, remains to .be paid under. these agreements and is recorded as-d llablllty on the

Companysbalance sheet. @ . .- " b o : cr e ¥ ‘
Pl ey i N o P ' o . " T Lo e
-+ Deregulation. The Texas Restructurmg Law reqmred certain mvestor-owned electric utilities to
separdte .power .generation activities and’ retail service activities from.transmission and distribution
activities by January 1, 2002, and on that date, retail competition for generation services was instituted
in'some- parts of Texas: ‘The Texas. Restructuring Law; however; specifically recognized and preserved
the:"Corpany's. Texas Rate Stipulation and' Texas :Settlement “Agreement by, among other things,
exempting the Company's Texas service area from retail competition until the end of the Freeze Period.
On_ October 13,:2004, the Texas Commissioh approved a rule further delaying retail competition in the
Company's Texas. service territory. The rule‘approved by the Texas Commiission sets'a schedule which
identifies various milestones for the. Company to-reach before. competition -can. begin. - ‘The Jfirst
milestone calls for the development, approval by the FERC, and commencement-of independent
operation of an RTO in the area that includes the Company's service territory, including the
developriient of retail market protocols to-facilitate retail competition (see FERC-Regulatory Matters —
RTO below):: The.complete transition to retail competition would. occur upon ‘the completion of the last
milestone; which'would be thé Texas Commission's final evaludtion-6f the market's readinéss to offer fair
competition and reliable service to all retail customers. The Company-believes that adoption of this rule
will likely delay retail 'competition in El Paso for a number of years. - Thére is substantial uncertainty
dbout both the regulatory framework and market conditions that will exist'if arid when retail competition
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is implemented in the Company's service-territory, and the Company may incur substantial preparatory,
restructuring and other costs that may not ultimately be recoverable. There can be no assurance that
deregulation would not adversely affect-the future operations; cash flows and financial condition of the
Company v .o R T :

Renewables and Energy Ej]‘ iciency. Programs. Notwithstanding the Texas Commission's
approval of a rule further delaying competition in the Company's Texas service territory, the Company
became subject tothe renewable energy and energy efficiency requirements of the Texas Restructuring
Law on January I, 2006. Under the renewable energy requirements, the Company will have to annually
obtain its pro. rata share of renewable energy credits as determined by the Program. Administrator (the
Electric Reliability Council of Texas). The Company's ultimate obligation to obtain renewable erergy
credits will not be known until January 31 of the year following the compliance year,-and it will-have
until March 31.to obtain, if necessary, and submit to the Program Administrator, sufficient credits. The
Company obtained the required renewable energy credits to meet its expected obligations through 2006,
In addition, beginning in 2006, the Company was required to fund incentives for energy efficiency
savings that will achieve the goal of meeting 5% of its Texas jurisdiction growth in demand through
energy efficiency savings. The goal is increased to 10% of the Company’s Texas jurisdiction growth in
demand annually beginning January 1, 2008. For the plan year ended December 31, 2006, the Company
incurred expenditures for incentives of approximately $0.6 million. Pursuant to the Company's Energy
Efficiency Plan filed with the Texas Commission, the Company expects to.spend approximately
$6 1 million in costs through 2009 for incentive payments to'achieve its energy efficiency goal,

New Mexico Regulatory Matters

NMPRC Case No 06-00258- UT 2006 Rate Ftlmg On June 30 2006, the Company filed a petltlon
with the NMPRC to increase overall rates by approximately $31.7 million. The current rate case filing
requests an increase in' non-fuel base rates of $13.1 million and an increase of $18.6 million in fuel and
purchased power cost recovery. The Company requested that all fuel and purchased power costs be
recovered through its Fuel and Purchased Power Cost Recovery Clause ("FPPCAC"). The Company's
requested FPPCAC .was based on.natural gas costs of $9.50 per MMBtu for.the forecast period June 2007
through May 2008. In-addition,-the Company requestéd that power provided from Palo Verde Unit 3,
which is a deregulated non-utility plant in New Mexico, .be priced at the ‘lowest market price for
equivalent firm capacity and energy available to the Company. Requested rates would not be effective
before July 1, 2007. The NMPRC Staff, the New Mexico Attorney General and ‘the Department of
Defense submitted' responsive testimony on November 29, 2006 and the Company. submitted ‘rebuttal
testimony on January 10, 2007. A stipulation ("2007 New Mexico Stipulation")-was filed on February 6,
2007 resolving all issues in the case subject to NMPRC approval. The 2007 New Mexico Stipulation is
unopposed and signed by all parties in the proceeding,, except the New Mexico Industrial Energy
Consumers ("NMIEC") and PNM. . . ; .

The 2007 New Mexlco Stlpulatlou provides for a $5 8 million non-fuel base rate increase.and a
$0.3 million fuel and purchased power decrease. The 2007 New Mexico Stipulation reflects revised fuel
costs for the June 2007 through May. 2008 forecast period which reflect average natural gas costs of
$7.20 per MMBtu. Most of the Company's fuel and purchased power costs.during the period of the 2007
New Mexico Stipulation will be recovered through base rates with any difference between actual fuel
and purchased power costs and the amount included in base rates will be recovered or refunded through
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the FPPCAC: ‘Rates will continue in effect until ¢hanged by the NMPRC after the Company's' next rate
case. The 2007 New Mexico Stipulation requires the Company to file its next general rate case no later
than May 30, 2009 using a base period of the twelve months endlng December 3! 2008 Under NMPRC
statutes new rates would become effectlve no later than July 2010.. ’
: 1 iy, RN TR T PRI L R I

,The 2007 New Mexico Stlpu]atlon provides:for eriérgy from the deregulated Palo Verde Unit 3 to
be recovered through fuel and purchased power costsrincluded in basé rates and the FPPCAC based upon
the cost of capacity and .fuel charges for power purchaséd under the existing SPS purchased power
contract. The 2007 New Mexico, Stipulation eliminates the fixed fuel and: purchased power cost of
$0.021 per kWh for 10% of New Mexico kWh sales and requires 25% of off-system sales. margins to be

credited to customers through the FPPCAC. Consistent with the Texas settlement in PUC Docket

No.:32289,. beginning..in. July '2010 through June 2015, the-Company will credit the New Mexico
jurisdictional portion of 90% .of roff-system sales margins ;to New Mexico' customers through- the
FPPCAC. No later than two-years. after implementation, the 2007:New Mexico Stipulation requires.the
Company to.file to continue its FPPCAC according to NMPRC - rules;. at. which time.any:party: may
propose to change the price of capacity and related energy from Palo Verde Unit 3 if the SPS purchased
power contfact is modified .or terminated. The-:2007 New Mexico Stipulation “results in final
reconciliation.of fuel and purchased power costs for the period May 31,'2004 through December 31,

2005. The Company will continue to-file;annual reconciliation statements for fuel and purchased power -

costs in.accordance with NMPRC rules. - - N - R W
A hearing on the 2007 New Mexico Stipulation will be héld on March 20, 2007..'A final-order of
the NMPRC is expected no-later than July 19, 2007. Management :cannot pl'edlcl whether the NMPRC
will approve the 2007 New Mexicd Stlpulatmn S B R
it . iad B

'F uel and Purchasea' Power Costs. ‘In Aprll 2004 the NMPRC as part of the 2004 New Mexico
Stipulation and Final Order in NMPRC Case No. 03-00302, approved-a FPPCAC. The Company
currently recovers fuel and purchased power costs in base rates in the amount of $0.01949 per kWh and
recovers the remaining fuel and purchased power costs through its FPPCAC. Fuel and purchased power
costs associated with 10 percent of the Company's jurisdictional retail sales in New Mexico are fixed at
0. 021 per kWh, and are not reconcnlable See discussion of’ NMPRC Case No 06 00258 UT above

On August 29, 2005 the Company ﬁled the annual reconcnhanon of its FPPCAC for the perlod
June 1, 2004 through May 31, 2005 in'compliance with the requirements of the NMPRC's Final Order in
NMPRC Case No. 03-00302-UT.. The. .Company requested reconciliation of its fuel and purchased
power.costs for this period, except for the 10 percent portion, and requested recovery of $1:3 million for
the New-Mexico jurisdictional. portion of purchased power:capacity costs:: The NMPRC. Final Order
issued April 11, 2006 reconciled the Company's FPPCAC for the limited purpose of suinmarizing and
verifying all actual revenues and costsy.but-did not establish the reasonableness of the Company's fuel
and purchased power costs for the reconciliation pertod: - On August 30,.2006, the Company filed the
annual reconciliation for its FPPCAC for:the period June 1, 2005 through May 31, 2006. . As discussed
above, the 2007 New Mexico Stipulation provides for final reconciliation of fuel and purchased power
costs through December-31, 2005:<The Company:believes. it has fully supported théirecovery of.all of its

applicable fuel and.purchased power. costs for.the period, but cannot predict how the NMPRC- will rule -

on the 2007 New Mexico Stipulation or in-a future.rate case addressing fuel and: purchased power costs

. - - . . . r F . .
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after December 31, 2005.. An adverse ruling by the’ NMPRC could havea material negatwe efféct on
the Company's results of operanons : . SN "
R T : i ’ P o '

Renewab!es The New Mexico Renewable Energy Act of 2004 requ1res that, by January 1, 2006
renewable energy comprise no less than 5% of the Company's total retail sales to New Mexico
customers. The requirement increases by 1% annually until January 1,.2011, when the renewable
portfolio- standard shall reach a level of 10% of the Company's'total retail sales to New Mexico
customers and will remain fixed at such level thereafter. The Company has met all requirements to date.
On.September 1, 2006, the Company filed its annual' Procurement Plan deta1l1ng its proposed actions to

. comply w1th the Renewable Energy Act through 201 1 n

o R . \ . .

. The NMPRC approved the Company's 2006 Annual Procurement Plan in: December 2006
acknowledging the Company's existing -plan to-(i) enter into- a. contract to purchase renewable energy
certificates ("RECs") for full requiréments in 2006 and 2007 and approximately 50%.of the Company's
requirements+in.2008 through 2011 and (ii) to create a deferral, with carrying costs for future recovery
from customers.of up to: $0.2 million in costs related to the issuance of a diversity RFP for renewable
resources and for investigation of small projects to meet the remaining requirements in the 2008 to 2011
timeframe and thereafter. In addition, the Commission authorized the Company to enter into two

- 20-year purchased power agreements to purchase energy from an 8 megawatt low-emissions biomass

generating facility and from a 6 kilowatt solar energy generating facility. Both generating facilities will
be located within the Company's New Mexico service area. Costs incurred by the Company to purchase
RECs to meet the requirements of the:New Mexico Renewable Energy Act aré to be recovered through
the FPPCAC as purchased power costs from New Mexico customers pursuant to the Renewable Energy
Act and the NMPRC Final Order in NMPRC Case No. 05-00231-UT. The NMPRC's decision in that
case has been appealed to the New Mexico Supreme Court by the New Mexico Industrial Energy
Consumers, and oral argument is.scheduled for March-12, 2007. The Company is unable to predict how
the New Mexico Supreme Court w:ll rule in-this proceedmg R A o

Federal Regulatory Matters BN S Lo :
) oy

Transmzsszon Dispute wzth Tucson Electric Power: In January 2006, the Company f' led a
complaint with the FERC to interpret the terms of a Power Exchange and Transmission Agreement (the
"Transmission Agreement”) entered into with TEP in“1982. TEP claimed that, under the Transmission
Agreement, it was entitled to up to 400 MW -of transmission rights on the Company's transmission
system that would enable it to transmit power from a new generating station (the Luna Energy Facility
("LEF") located near Deming, New Mexico) to Arizona. The Company asserted.that TEP's rights under
the Transmission Agreement do not include transmission rights+necessary to transmit such power as
contemplated by TEP and that TEP-must acquire any such'rights in the open.market from the Company
at applicable tariff rates or from other transmission providers. On April 24, 2006, the FERC ruled in the
Company's favor, finding that TEP does not have the transmissioni rights under. the Transmission
Agreement to transmit power from the .LEF to Arizona. The ruling‘was based on written -evidence
presented and without an evidentiary hearing.. TEP's request for a rehearing of the FERC's decision was
granted in part and.denied in part in an-order issued October 4, 2006.+ The October 4 order granted a
hearing to examine the disputed evidence; however, the hearing was held in abeyance to allow timé for
the parties to attempt to negotiate a settlement. The Company -and TER have been.unable to reach a
settlement, and a hearing before an administrative law judge on the dispute has been scheduled to begin
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on May 22, 2007. An initial decision of the administrative law judge is expected no -later -than
January 30, 2008. While the Company believes that it is not probable that TEP will prevail, the
Company cannot predict the outcome of this case. During 2006 TEP paid the Company $3.5 million for
transmission service relating to the LEF of which the Company has included $3.1 million in its 2006
operating revenues. If the FERC were to rule in TEP's favor, the Company may ‘be.required to refund all
of the $3.5 million it has.received from TEP for transmission service relating.to the LEF and may lose

the opportunity to receive compensation from TEP for such transmission service in the future.: ‘An-

adverse ruling by the FERC could have a negative effect on the Company's results of operations.

RTOs. FERC's rule ("Order 2000") on RTOs strongly encourages, but does not require, public
utilities to. form and join RTOs. -The Company is an active participant:'in' the development of
WestConnect, .formerly known as.the Desert Southwest Transmission and Reliability Operator. = A
WestConnect Memorandum of Understanding ("MOU") was signed by- the Company and nine other
transmission owners on December 6, 2004. On November 21, 2005 an eleventh member joined. This
MOU obligates the parties to participate in and commit resources. to.ongoing joint efforts, including
involvement with stakeholders, customers, local, state and federal regulatory personnel, and other
Western Grid transmission providers- to- identify, develop and implement cost-effective wholesale
market enhancements on a voluntary, phased-in basis to add value in transmission accessibility,
wholesale market efficiency and reliability for .wholesale users of the Western Grid. These
enhancements may.ultimately include formation of an RTO. . WestConnect will.continue to work with
the FERC .and-twoother proposed. RTOs .in the west to achieve a seamless market: structure. The
Company comprises approximately 7% of WestConnect and cannot control the terms or timing of its
development. WestConnect as an RTO will not-be operational.for several years.

Department of Energy. The DOE regulates the.Company's exports of power to the CFE in
Mexico pursuant to a license granted by the DOE and a presidential permit. The DOE has determined
that all such exports over international transmission. lines shall be made in accordance with Order
No. 888, which established the FERC rules for open access. . - Co U

The DOE is authorized to assess operators of nuclear generatmg facﬂltaes a share of the costs of
decommissioning the DOE's uranium enrichment facilities and for the ultimate costs of disposal of spent
nuclear fuel. See "Facilities - Palo Verde Station — Spent Fuel Storage" for dlscussmn of spent fuel
storage and disposal costs. . . :

Nuclear Regulato;y Commzss:on ! The NRC has Jurlsdlctlon over the Company's licenses -for
Palo Verde and regulates the operation of nuclear. generating stations to protect the health and safety of
the public from radiation hazards. The NRC also has the authorlty to grant license extensions pursuant
to the Atomic Energy Act of 1954, as amended. S : - :
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Sales for Resale ¢ - R Y .. P , -y

' K]

" The Company provides up to 10 MW of firm capacity, associated energy,’ and transmission
service  to the Rio Grande -Electric Cooperative. pursuant to an’ ongoing “contract which requires a
two-year notice to terminate. In 2006 the Company provided RGEC with a notice of termination. Such
termination will be effective as of March 31, 2008 The Company is: dlscussmg the prov151on of future
electric service’ w1th RGEC. R S

Power Sales Contracts
S : v ' ' A
.. The Company: has- entered into.several short-terim (three months or less) off-system sales
contracts-for the first quarter of 2007. The Company has. also entered into. other longer-term sales for
which the supply is fuily hedged e T Pt e oo .

< A - . o : Tt T
Franchlses and Significant Customers R Tl ; : NI
Clty of El Paso Franchlse
’ Tt . U W ! .n: . 1. oy P .
The Company has a franchise agreement with the City of El Paso, the largest city it serves,
through July 31, 2030. The franchise agreement includes a-3.25% annual franchise fee and allows the
Company to utllnze pubhc rights-of-way necessary to serve its'retail customers within the City. !

’ LI . " : HAS t T

C LaS'Cruces Franchise o ‘

[n February. 2000, the Company and-Las Cruces entered into’a seven-year franchise agreement
with a 2% annual” franchise fee (approximately $1.4 million per year) for the provision of electric
distribution service. . Las Cruces exercised -its right to extend the franchise for.an additional two-year
term ending April 30, 2009 by waiving its option to purchiase the Company's distribution system
pursuant to the terms of a February 2000 settlement agreement

T o . . .
Mllltary I nstallatlons

The Company currently serves Holloman A1r Force Base ("Holloman") Whlte Sands Mlssﬂe
Range ("White Sands") and the United States Army Air Defense Center at Fort Bliss ("Ft. Bliss"). The
Company's sales to the military bases represent approximately 2% of annual -operating revenues. The
Company sigried a contract with -Ft. Bliss in December 1998 under which Ft. Bliss will take retail
electric service from the Company through December 2008. In May 1999, the Army and the Company
entered into a ten-year contract to provide retatl electric service to White Sands. In March 2006, the
Company signed a new contract, subject to regulatory approval, with Holloman that provides for the
Company to provide retail electric service and limited wheeling services to Holloman for a ten-year
term which expires in January 2016. '
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Item 1A. Risk Factors . _ ‘ L L L b o
Like other companies in our industry; our consolidated financial results will be impacted by
weather, the economy of our service territory, market prices for power, fuel prices, the performance of
our customers and the.decisions of regulatory agencies. Our common stock price and creditworthiness
will be affected by national and international macroeconomic, trends, general market conditions and the
expectations of the investment community, all of which are largely beyond our control.. In addition, the
following statements highlight risk factors that may affect- our,consolidated financial condition and
results of operations. These are not intended to be an exhaustive discussion of all such-risks, and the
statements below .must be read together with factors discussed, elsewhere in this document and-in our
other ﬁlmgs with the SEC.
Our Costs Could Increase or We Could Experrenee Reduced Revenues if _ .
"~ There are Problems at the Palo Verde Nuclear Generatlng Station L g

A 51gn1ﬁcant percentage of our generating’ capacrty, off-system sales margms assets and
operatmg expenses is attributable to Palo Verde. Our 15.8% interest in ¢ach of the. three Palo Verde
units totals approximately 622 MW-of generating capacity. Palo Verde represents approxrmately 40%
of our available net generating capacity and represented appr0x1mately 42% of our available energy “for
the twelve months ended December 31, 2006. Palo Verde comprises 43% of, our total net plant-in-,
service and Palo Verde expenses comprise a significant portion of operation and mamtenance €Xpenses.
APS.is the operatmg agent for Palo Verde and we have limited ab1]1ty under the ANPP Participation
Agreement to influence operations and costs at Palo Verde, The,NRC recently placed Palo Verde in the
"mult1ple/repet1t1ve degraded cornerstone™ column of its action matrix which we expect wrll result in an
enhanced NRC oversight and inspection regimen. We face the risk of additional or unant1c1pated costs
at Palo Verde resulting from (i) increases in operation and maintenance expenses, including additional
costs relating to the enhanced NRC oversight; (ii) the replacement of steam generators in Palo Verde
Uit 3; (iii) the replacement of reactor vessel heads at the Palo Verde units; (nv) an extended outage of
any of the Palo Verde units; (v} increases in estimates of decommissioning costs; (vi) the storage of
radioactive waste, mcludmg spent nuclear fuel; (vii) prolonged reductions in generating output;,
(iviii), msolvency of other .Palo Verde Participants; and (ix) comphancc with the various requircments
and regulations governing commercial nuclear generating stations. At the same time, our retail base
rates in Texas are effectively capped through June 2010. As. a result we cannot seek approval to
lncrease our base rates in Texas in the event of i increases in non-fuel costs or loss of revenue unless our

return on equity falls below the bottom of a defined range which currently is approxrmately 8.3%. Our_

rates in. New Mexico will be fixed vntil after the conclusron of the May 2009 rate. ﬁlmg, if the 2007
New Mexico Stipulation is approved by the NMPRC. We. cannot assure that revenues will be sufﬁc1ent
to recover any increased costs, including any increased costs in connection with Palo. Verde .or other
operatlons whether as a result of-inflation, changes in tax laws or regulatory requ1rements or other
causes. T A . - ‘ .

L . - . \ R

- We"‘May Not Bé Able to Pass Thr'o'ughl All of .Our Fuel Expensee to Custnmeré

In general by law, we are entrtled to pass through our prudently mcurred fuel andwpurchased

power expenses to our customers in Texas and New Mexico. We agreed as part of the 2004 ]

New Mexico Stipulation to a fixed price for fuel and purchased power expenses for 10 percent of the
kilowatt-hours for retail sales in New Mexico pursuant to a base rate agreement that expires in 2007.
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This agreement also allows us to price a portion of power from Palo Verde Uit 3 at prices which
partially track gas prices. To the extent that this indirect "hedge" does not perfectly track our costs, we
are subject to “the' risk of increased tosts of -fuel and purchaséd power costs'that would not be
recoverable. The portion of fuel expense that is not fixed in New Mexicd and 4ll of Téxas fuel expense
is subject to reconciliation by the Texas Commission and the NMPRC. - Prior to‘the completion of a
reconciliation; we record fuel and purchased power costs transactionssuch that' fuel revenues-equal fuel
and purchased power expénse éxcept for the portion fixed in New Mexico and the repriced fuel: costs for
Palo Verde 'Unit 3. In the event ‘that'a disallowance -occurs during a reconciliation proceeding; the
amounts recorded for fuel and purchased power expernses could differ from the amounts we are allowed
to collect.from our customers and we would-incur a loss to the extent of the'disallowance.- el

.#‘. L Y ST T L T4

" In New Mexico, the FPPCAC allows us to reflect current fuel and purchased power expenses in
the FPPCAC and'10' adjust for-under-recoveries and over-recoveries with a twomonth lag. In Texas,
fuel costs are recovered through a fixed fuel factor that may be adjusted two times per year. If we
materially under-recover fuel costs, we may seck a surcharge to recover those costs at the time of the
next fuel factor ﬁlmg Durmg periods of significant increases in natiral gas prlces such as occurred in
2004 and- 2005, the Company realizes a lag 'in the ability to' reflect mcreases m ‘fuel cobts in'its” fiel
recovery mechanisms.' ‘As a result, cash flow is impacted due to the ]ag in payment of fuel costs and
collection of fuel costs'from customers. At December 31, 2006 and December 31 2005, the Company
had deferred fuel balances of $32.6 million and $92. 3 mllllon respectrvely A surcharge t6' col]ect fuel
under-recoveries of $33 million over a 24-month perlod was placed into eéffect in’' Texas: in October
2005 A second surcharge was placed into effect on an' interim basis in Texas in February 2006 to
collect $34 million over a twelve-month period. ‘To thé éxtént the fuel and purchased power recovery
processes in Texas and New Mexico do not prov1de for the trmer recovery of such’costs, wé could
expertence d materlal negatwe lmpact on our cash ﬂow o ane e e et

. .1..'-5"'4‘.‘f:r,|. o, T
- Equipment F ailures and Other Exre'rnal F actors Can ’A'd\re'rse‘ly ATfect Out Results; o
* The " generation 'and " transmission ‘of electricity requrre the usé of expenswe and’ complex
equ1pment While ‘we have a maintenance program in place, generatmg plants‘are ‘subject to unplanned
outages because of equipment failure. We are’ partlcularly vulnerable to thrs dde to'the advanced age of
several of our gas-fired generaung units in"of ‘near El Paso. In addition]" we are seekmg to-exiend the
lives of these: plants. In the ‘event ‘of unplanned outages, we must acqulre power from others' at
unpredictable costs in ofder to’supply our customérs and comply Wlth our contractual agreements “This
can materially increase our costs and prevent us from selling excess’ power at wholesale thus reducmg
our profits. In’ addltlon actlons of othér utilities may adversely afféct ‘our abrhty to use transmlssron
lines"to deliver or import “power, thus subjecting us to unexpected expénsés or 10 the cost and
uncertainty of* pubhc pollcy initiatives,” We are partlcularly vulnerable to this bécause 'd srgmf’ cant
portion of our available’eénergy (at Palo Verde and Four Cornets) is located hundreds of miilés from
El Paso and Las Cruces and must be delivered to our customers over long distance transmission liries. In’
addition, Palo Verde's availability is an 1mportant factor in realrzmg off—system sales margms These
factors, as wéll as weather, 'interest rates, economic conditions, ‘fuel prices and” pricé volatility, are
largely beyond our control, but may have a matenal adverse effect on our consohdated earnmgs cash

flows and ﬁnancral posrtlon T S
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Potential for Strlke or Lock Out Due to Union Employees Ce
‘ Workmg Wlthout A Contract ' - o

. We have hlstor1cally had a union workforce of approxlmately 300 employees. In 2003 and 2004
136 additional employees, from the meter reading, collections, facilities services, and customer service
areas, voted to join the' union. The uhion contract -for’ the historical group of 300 union employees
expired on June 30, 2006, and currently all 436 union employees ar¢ working without a contract. We
have been engaged in negot1at_10ns with the union. trying. to achieve a contract for all the union
employees. While we will continue our effort to reach agreement on the terms of a new contract with all
union employees, these employees could strike or we could lock them out. If a strike or lock out occurs,
we will implement a work continuation f)lan' Howevéf, we may experience a reduction in the reliability
.of our service and may incur added expense to hire replacement workers, train and equip non-union
employees, and prov1de security for our facilitiés. :

. ' Competition and Deregulation C_ould Result in a Loss of (_fustomers and Increased Costs

As a result of changes in federal law, our wholesale and large retail customers already have, in
varying degrees, alternate sources of” power including co- generatlon of electric power. Deregulation
legislation is in effect in Texas requiring us to separate our transmission and distribution functions,
which would remain regulated from our power generation and energy services businesses, which would
operate in a competitive market, in the future. On October 13, 2004, the Texas Commission approved a
rule delaymg retail competition in ‘our Texas service territory. This rule identified various milestones
that we must reach before retail competition can begin. The first milestone calls for the dévelopment,
approval by the FERC, and commencement of independent operation of an RTO in the area that
includes our service territory. This and other milestones are not likely to be achieved for a number of
years. There is substantial uncertainty about both the regulatory framework and market conditions that
would exist if and when retail competmon is implemented in our Texas service territory, and we may
incur substantial preparatory, restructuring and other costs that may not ultimately be recoverable.
There can be no assurance that deregulationi would not adversely affect our future operations, cash flows
and financial condition.

0y - ‘ . ! . 1.
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Executive Officers of the Registrant

The executive officers of the Company as of February 8, 2007, were as follows:

Name Age Current Position and Business Experience
Gary R. Hedrick .................;eeei., 52 Chief Executive Officer, President and Director since' November 2001.
J. Frank Bates.............ooooveeeeneenee ' 56 Executive Vice President and Chief Operating Officer since May 2005; Executive Vice
President and Chief Operations Officer from November 2001 to May 2005,
Scott D. Wilson .....cccccceevveveeee. 53 Executive Vice President, Chief Financial and Chief Administrative Officer since
e : ' February 2006; Senior Vice President, Chief Financial Officer from May 2005 to

“'February.2006; Vice President — "Corporate Planning and Controller from
February 20035 to May 2005; Controller from September 2003 to February 2005;

. i Owner of Wilson Consulting Group from June 1992 to September 2003.

Steven P. BUSSEr.............ccce... 38 Vice Presidenit — Treasurer and Chief Risk Officer since May 2006; Vice President -
Coa . -t Regulatory ‘Affairs and Treasurer-from February 2005 to April 2006; Treasurer

’ P i from February 2003 to February 2005; Assistant Chief Financial Officer from June
2002 to February.2003; Vice Presndem —-International Controller for Affiliated
Computer Services, Inc ﬁ'um August 2001 to June 2002.

+ +

David G. Carpenter ........ e 51 Vice President — Corporate Planning and Controller since August 2003; Director ~

oo T £ Texas Regulatory Services for American Electric Power Services Corporation ﬁom
: June 2000 to August 2005. C - :

Robert C. Doyle ......coocvvvnrinnns 47 Vice President — New Mexico Affairs since February 2007; Dlrector - New Mexico

Affairs from January 2007 to February 2007; Manager — Corporate Projects
"Office from August 2004 to January 2007; Project Manager — Corporate
Transition to Competition from January 2004 to August 2004; Supervisor —

o . * - . Distribution Dispatch from August 1999 to October 2003. :
Fernando J. Gireud............ccsvuene. 49 Vice President — Safety, Environmental, Power Marketing and International Affairs
since February 2006; Vice President — Power Marketing and- International
Business from February 2003 to February 2008; Vice President — International
Business from July 2002 to February 2003; Diréctor — International Business
Affairs. from February 2002, to July 2002; Director — International Business

- : Affairs — MiraSol from November 1999 to February 2002.

Hector Gutierrez, Jr. .............. S 59" Executive Vice President — External Affairs since June 2006; Managing Director —
C a ’ Governmental Operations, HillcoPartners from October 2002 to July 2006;
"Public Affairs Consultant — City of El Paso and the El Paso Water Utilities from

. o January 1995 to September 2002, - .
Helen Knopp .....ccovervvirnanen J— . 64 Vice President — Public, Affairg since May 2006; Vice Presndent Customer and
B o ’ Public Affairs from April 1999 to April 2006. " :
Kerry B. Lote ......cccooooo.lvvcviennnn. 47 Vice President — Administration since May 2003; Controllcr from October 2000 to
- o o May 2003, ' '
Hector R. Puente ..., 50 Vice President - Transmission and Distribution since May 2006; Vice President -

Distribution from February 2006 to April 2006; Vice Pre51dent ~ Power
Generation from April 2001 to February 2006.

Andres Ramirez............coceveveceeeee 46 Vice President — Power Generation since February 2006; Vice President — Safety,
Environmental and Resource Planning from July 2005 to February 2006;
Executive Director — Operations for Sempra Energy Texas Service from August
2004 to July 2005; Senior Vice President — Power Production for Austin Energy
from 2001 to 2004. )

Gary Sanders ..o 48 General Counsel since February 2006; Assistant General Counsel and Assistant
Secretary from July 2004 to February 2006; Assistant General Counsel from
January 2003 to July 2004; Shareholder in law firm of Gordon & Mott PC from
April 1994 to December 2002. ‘

Guillermo Silva, Jr. ..o 53 Corporate Secretary since February 2006; Vice President — Information Services
from February 2003 to February 2006; Corporate Secretary from January 1994 to
February 2003.

John A, Whitacre..........ccoreeeeeeee.. 37 Vice President — System Operations and Planning since May 2006; Vice President —

Transmission from February 2006 te April 2006; Vice President — Transimission
and Distribution from July 2002 to February 2006, Assistant Vice President —
System Operations from August 1989 to July 2002,

The executive officers of the Company are elected annually and serve at the discretion of the
Board of Directors.
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Item 2.  Properties . .
The principal properties of the Company are described in Item 1, "Business,” and such

descriptions ' are incorporated herein by reference. Transmission lines "are located either on prlvate

rights-of-way, easements, or on streets or highways by public consent. '

In addition, the Company leases executive and administrative'ofﬁces' in El Paso, Texas under a
lease which expires in May 2007. The Company is currently in negotiations regarding this lease. In
addition, the Company leases certain warehouse facilities in El Paso, Texas under-a lease which expires
in January 2009 with three concurrent renewal options of one year each. The Company also has several
other leases for office and parking facilities which expire within the next seven years.

Item 3.  Legal Proceedings

The Company is a party to various legal actions. In many of these matters, the Company has
excess casualty liability insurance that covers the various claims, actions and complaints. Based upon a
review of these claims and applicable insurance coverage, to the extent that the Company has been able
to reach a conclusion as to its ultimate liability, it believes that none of these claims will have a material
adverse effect on the financial position, results of operations or cash flows of the Company.

On May 21, 2003, the Company was served with a complaint by the Port of Seattle seeking civil
damages under the Sherman Act, the Racketeer Influenced and Corrupt Organization Act, and state
antitrust laws, as well as for fraud (Port of Seatile v. Avista Corporation, et al., No. CV03-1170P). The
complaint was filed in the United States District Court for the Western District of Washington. The
complaint alleges that the Company, indirectly through its dealings with Enron, conspired with the other
named defendants to manipulate the California energy market, which had the effect of artificially
inflating the price that the Port of Seattle paid for electricity. The Company, together with several other
defendants, filed a motion to dismiss. On May 12, 2004, the Court granted the Company's motion, and
the suit was dismissed. The Port of Seattle has filed an appeal of the Court's decision with the U. S.
Court of Appeals for the Ninth Circuit. On March 30, 2006, the Court of Appeals upheld the dismissal
of this matter. No further appeal was filed and the dismissal is final.

On May 5, 2004, Wah Chang, a specialty metals manufacturer which operates a plant in Oregon,
filed suit against the Company and other defendants in the United States District Court for the District of
Oregon. (Wah Chang v. Avista Corporation, et al., No. 04-619A8S). The complaint makes substantially
the same allegations as were made in Port of Seatile and secks the same types of damages. In addition,
on June 7, 2004, the City of Tacoma filed suit against the Company and other defendants in the United
States District Court for the Western District of Washington (City of Tacoma v. American Electric
Power Service Corp., et al, C04-5325RBL). This complaint also makes substantiaily the same
allegations as were made in Port of Seattle and seeks civil damages (including treble damages) from the
Company and the other defendants for violations of certain antitrust provisions under the Sherman Act.
Both of these matters were transferred to the same court that heard and dismissed the Port of Seatile
lawsuit and on February 11, 2005, the Court granted the Company's motion to dismiss both cases.
Wah Chang and the City of Tacoma have both filed notices of appeal with the U.S. Court of Appeals for
the Ninth Circuit. The parties have filed briefs in both cases and oral arguments are scheduled for
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April 10, 2007. While the Company believes that these matters are without merit and intends to defend
itself vigorously, the Company is unable to predict the outcome or range of possible loss.

See "Regulation” for discussion of the effects of government legislation and regulation on the
Company. s 2 ) . .

Item 4.  Submission of Matters to a Vote of Security Holders

LI
- ' 1 . ’

No matter was submitted to vote of the Company's security holders through the solicitation of
proxies or otherwise during the fourth quarter of 2006.
. I} .
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‘. PARTII

Item 5. '
Repurchases of Equnty Securmes

"The Company s common stock trades on the New York Stock Exchange under the symbol "EE."

Market for- Reg:strant's Commen Equ1ty, Related Stockholder Matters and lssuer

The high, low and close sales prices for the Company's common stock, as reported in the consolidated
reporting system of the New York Stock Exchange for the periods indicated below were as follows:

t ','?‘".

.. 3

2005

First Quarter.........cccoceeeeevviirececiienns
Second Quarter ......c.cccoveiiiievvee s
Third Quarter .......cooveeeeeeicceeeee
Fourth Quarter..........ccooooiiiiiinnns

2006 .
First Quarter........c.o.oocoveveneirnneas
Second Quarter ..........ccccceveeennnl o
Third Quarter ...........cccoeeevvvcernniiiveene
Fourth Quarter............coceeevieecenciiaee

A o e o

\.'-

Sales Price
High " Low Close
(End of period)
$ 20.85 $ 17.80 $ 19.00
21.44 18.52 20.45
22.10 19.76 20.85
22.42 20.07 21.04
$ 21.74 $ 18.80 $ 19.04
2037 18.15 20.16 7
24.07 19.91 22.34
25.05 22.16 2437
Hd 1




Performance Graph

- The following graph compares the performance of the Company's, Common Stock to the
performance of the NYSE Composite, and the Edison Electric Institute's Index of investor-owned
electric utilities setting the value of each at December 31, 2001 to a base of 100. The table sets forth the
relative yearly percentage change in the Company's cumulative total sharcholder return as compared to
the NYSE, and the EEI, as reflected in the graph. . .

te . v N . v e

Total Return Cbmparison
El Paso Electric, NYSE, EEI Index

200
180
160
140
120
100

80

60
Dec. 31, 2001 Dec. 31, 2002 Dec. 31, 2003 Dec. 31, 2004 Dec. 31, 2005 Dec. 31, 2006

vt

|[—e—EPE ~B~NYSE —A—EE! |

12/31/01 12/31/02 12/31/03  12/31/04 12/31/05 12/31/06

EPE ..o 100 76 92 131 145 168
NYSE US .o 100 85 105 129 150 181

EEL ..o 100 80 103 116 124 147

As of January 31, 2007, there were 4,132 holders of record of the Company's common stock. The
Company does not anticipate paying dividends on its common stock in the near-term. The Company
intends to continue its stock repurchase programs with the goal of maintaining or improving its capital
structure, bond ratings, and earnings per share. '

Since the inception of the stock repurchase programs in 1999, the Company has repurchased a
total of approximately 18.0 million shares of its common stock at an aggregate cost of $238 million,
including commissions. In September 2006, the Board of Directors (the "Board") authorized the
repurchase of up to 2.3 million shares of the Company's outstanding common stock (the "2006 Plan").
The shares authorized under the 2006 Plan are in addition to the shares which were available under a
buy back program previously approved by the Board in February 2004 (the "2004 Plan"). During 2006,
the Company repurchased 2,660,820 shares of common stock at an aggregate cost of $62.4 million. As
of December 31, 2006, no shares remain available under the 2004 Plan, and approximately 1.3 million
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. B B Jer -
shares remain authorized to be repurchased under the 2006 Plan. The Company may in the future make
purchases of its stock pursuant to its stock repurchase plan at open market prices and may engage in
private transactions, where appropriate. The repurchased shares will be available for issuance under
employee benefit and stock optlon plans, or may be retlred --

~ - P ——— 9

t

For Equity Compensation Plan lnformauor? see Part 111, Item 12 — Secunty Ownership.of Certam
Beneficial Owners ‘and Management. Ce | - . .
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Item 6. Se!ected Fmanclal Data
“rtt ’ ' . ‘ '

As of and for the followmg perlods (m thousands except for share.data): - = .

i 4 » ' 1 . . ' 3
Years Ended December 31. : .
2006 2005 2004 2003 2002
Operating TEVENUES ...c...\uveeseersversreansineesnesnsssnees 8 816455 ©§ 803913 '3 708,628 5 664362 3§ 690,085
Operating iNCOME .....cvvereeereecmerecrcrceceneas e $ 1155562 § 107883 % 93,071 § 79,370 § 110,127,
Income before extraordinary item and '
cumulative effect of accounting change ............ 3 61,387 § 36,615 % 33,369 % 20,322 8 28,674
Extraordinary gain on re-application of
SFAS No. 71, et 0f tAX oo rnaeee 5 6,063 § - 5 1,802 % - 3 -
Cumulative effect of accounting change, net
of tax.... reieeentrrragaeatat et tae s s easanenensesesarets 8 - § (1,093) § - $ 39635 § -
INEL IACOMIE ococerrrrrrnreseere et eaeaeeeee e ares $ 67450 § 35522 % 35171 % 59957 § 28,674
Basic eamnings per share:
Income before extraordinary item and
cumulative effect of accounting change ......... 5 129 % 077 § 070 § 042 § 0.58
Extraordinary gain on re-application of
SFAS No. 71, net of taX ....ovvvrrinrereneesncnsncnss $ 013 % - b 0.04 -§ - $ -
Cumulative effect of accounting change, net
of tax ... eseesrr s s 5 - 5 0.02) § - b 082 § -
Net iNCOME u.....cooverrrmrmrrrerr s ssaen 5 142 % 075 % 074 % 1.24 § 0.58
Weighted average number of shares
oulstandmg e 47,663,890 47.711,894 47426813 48,424,212 49,862.417
Diluted eamlngs per share
Income before extraordinary item and
cumutative effect of accounting change ......... $ 127 % 076 § 069 3 042 3 0.57
Extraordinary gain on re-application of
SFAS No. 71, net of tax .. e $ 0.13 % - 5 0.04 § - b -
Cumulative effect of accountmg change net
OF BX coeriiiriirici e e erere e reres $ - 3 (0.02) § - $ 081 % -
NELINEOME ..v.veeveeeeeeerre s ee e raeessses 5 140 § 074 % 073 § 123 8 0.57
Weighted average number of shares and
dilutive potential shares outstanding ..........c..... 48,164,067 48,307,910 48,019,721 48,814,761 50,380,468

Cash additions to utility property, plant

and equipment § 103002 3% 88,263 § 72,092 % 77,679 § 63,065

TOAl ASSELS 1ovvrrrrrireriressreerererem s sbe e vesrennas £ 1,714,654 § 1,665449 § 1,580,835 § 1,596,614 $ 1,648,229
Long-term debt and financing and capital

lease obligations, net of current poriion ........... $ 616,130 $ 611,018 § 379636 3§ 608,722 $ 614375
Common Stock eqUItY ..o snsasnsnsrererers $ 579675 § 556439 § 532,147 § 495768 $ 452,882

Certain amounts presented for prior years have been recla551ﬁed to conform with the 2006
presentation.
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Item 7. Management's Discussion: and. Analysis of Financial:- Condition and - Results of

' Operations S o : Co : .
As you read this Management's, Discussion and Analysis, please refer--to our Consolidated

Financial Statements and the accompanying ' notes, which contain our operating results, :

Summary of Critical Accounting Policies and Estimates = Co

Note A to the Consolidated Financial Statements contains a summary of significant accounting
policies. The preparation of our financial statements requires management to make estimates and
assumptions that affect the amounts reported in the consolidated financial statements and related notes
for the periods presented and actual results could differ in future periods from those estimates. Critical
accounting policies and estimates are both important to the portrayal of -our financial condition and
results of operations and require complex, subjective judgments and include the following: . -

- Application of SFAS No. 71 . o . N AT
Collection of fuel expense : : - e e
Decommissioning costs and estimated asset retirement obligation o
Future pension and other postretirement obligations .

Reserves for tax dispute

L

Application of SFASNo. 71 .~ D S

As of December 31, 2006, we determined that we met the criteria to re{app_ly'SFA_Sl No. 71 to.our
Texas jurisdiction. We had previously made a determination to re-apply SFAS No. 71 to our New Mexico
jurisdiction beginning July 1, 2004, This brings our accounting into line with the vast majority of
regulated utilities in the United States. The factors that supported our decision are set forthin Note A to
the consolidated financial statements.

Under this accounting standard, we are required to record certain.costs or obligations as either
assets or liabilities on our balance sheet and to amortize them in subsequent.periods. The deferra] of
costs as regulatory assets is appropriate only when the future recovery of such costs is probable.- The
application of SFAS No. 71 requires our management to make assumptions and estimates as to-the
amount of costs that regulatory authorities will ultimately permit us to recover. In the .event we
determine that we can no longer apply SFAS No. 71 to all or a portion of our operations, either as (i) a
result of the establishment of retail competition in our service territory; (ii) a change in the regulatory
approach for setting rates from cost-based ratemaking to another form of:ratemaking; or .(ii1) other
regulatory actions that restrict cost recovery to a level insufficient to recover costs, we could-be required
to record. a charge against:income in the amount of the remaining unamortized net. regulatory assets.
Such an action could materially reduce our shareholders' equity. ' v R S

4

) At December 31, 2006, we recorded regulatory. assets of $9.6 million and associated accumulated
deferred tax liabilities of $3.5 million, representing costs currently being recovered through the Texas
fuel factor, which resulted in an extraordinary gain of $6.1 million, net of tax. We determined, it was-not
appropriate at this time to recognize other potential regulatory assets and liabilities, such,as the costs
associated with. refinancing our first mortgage bonds in 2005, because in our judgment they have not yet
been included in our recoverable cost of service. - At December 31, 2006, we had recorded $19.9 million .
of regulatory assets, net of regulatory liabilities. We mayrecord additional regulatory- assets .and
regulatory liabilities in the future based on our judgment as to whether sufficient evidence exists that our
regulators will include them in our rate base and or cost of service. Thus, the amount of our net
regulatory assets could increase materially in the future. In addition, we will include an allowance for
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equity and borrowed funds used during construction as a cost of construction of electric,plant in service.
The allowance for equity funds used during construction will be recognized as other income and the
allowance for borrowed funds used during construction will be shown as capitalized interest in our
‘statement of operations. Under this treatment, we will report higlier other income and:lower capitalized
interest ¢xpense than we would have reported prior to the re-application of SFAS No. 71, -and the
difference may be matenal if our constmcuon program continues at current levels or should increase
relative to current levels: '

Collecnon ofFue! Expense o ' o T ‘

’ - i

In general by law and regulallon our fucl and purchased power expenses are passed through-to
our customers. As discussed below, in times of rising fuel prices, we experience a lag in recovery of
higher fuel costs. These costs are subject«to reconciliation by the Texas Commission and the NMPRC.
Prtor to the completion of a reconciliation, we record fuel transactions such that fuel revenues equal fuel
expense except for the fixed portion in New Mexico. In the event that a disallowance occurs during a
reconciliation proceeding, the amounts recorded for fuel and purchased power'éxpcn'ses could differ from
the amounts we are allowed to collect from our customers, and we could incur a loss to the extent of the
disallowance.

S

Decommissioning Costs and Estimated Asset Retirement Obligation

Pursuant to the ANPP Participation Agreement and federal law, we must fund our share of the
estimated costs to decommission Palo Verde Units 1, 2 and 3 and associated common areas. We
recorded a hability and a corresponding asset for the fair value of our decommissioning obhgatmn upon
'implementation of SFAS No. 143, "Accounting for Asset Retirement Obligations." We'will adjust the
liability to*its present value periodically over time, and the corresponding’ asset will be depreciated over
its useful life. The determination of the estlmated liability rcqmres the use” of varlous assumptlons
pertaining to decommissioning costs, escalation and discount rates.

We and other Palo Verde Participants rely upon decommissioning cost studies and make discount
‘rate, rate of retutit’and inflation projections to ‘determine funding requirenients-and estimate liabilities
_ related* to décommissioning. Every third year outside”- engineers perform a study to estimate
decommiissioning costs associated-with Palo Verde Units 1, 2 and 3 and associated common areas. We
determine how we will fund our share of those estimated costs by making assumptions about future
investment returns and future dccommlssmmng cost escalations: The funds are invested in professionally
manageéd investment trust accounts. - We are required to' establish a minimum accumulation and a
minimum funding level in dur decommissioning trust-accounts at the end of each annual reporting period
in accordance with theé ANPP Participation Agréement.' If actual decommissioning costs exceed our
estimates, we would incur additional costs related to decommissioning. Further, if the rates of return
-earned -by the trusts ‘fail to meet ‘expectations; we will be required to increase our funding to the
decommissioning trust accounts. Although we cannot predict the results of future studies, we believe
that the liability we have recorded for our decommissioning costs will be adequate to fund our share of
the costs, assuming that Palo Verde Units 1, 2-and 3 ‘operate-over-their remaining lives (which includes
an assessment. of the' probability of a Ilcense extension) and that the DOE assumes responsibility for
pérmanént disposal-of spent fuel at plant shut down. We believe that our current annual funding levels of
the - decommissioning’ trust will -adequately provide for the cash requirements associated with
‘decommissioning.” Historically, regulated utilities like us have been permitted to ¢ollect in rates in Texas
-and New Mexico the costs of nuclear decommissioning.. Should' we become subject to the Texas
Restructuring Law, we will be able to collect from regulated transmission and distribution customers the
costs of decommissioning. Reference is made to Note D, "Accounting for Asset Retlremcnt Obligations"
to the Notes to Consohdated F mancral Statements.

R I . . , . .
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Future Pension and Other Postretirement Obligations ! -

Our obligations to-retirees under various benefit plans are recorded as a liability on the
consolidated batance sheets. OQur liability is calculated on the basis of significant assumptions regarding
discount rate, expected return on plan assets, rate of compensation increase and health care cost inflation.
Our assumptions as well as a sensitivity analysis of the effect of hypothetical changes in certain
assumptions are set forth in detail in Note K, "Employee Benefits”, to the Notes to Consolidated
Financial Statements. Changes in these assumptions could have a material impact on'both net income
and on the amount of liabilities reflected on the consolidated balance sheets. ' ‘

" In developing the assumptions, management makes judgments based on the advice of financial
and actuarial advisors and our review of third-party and market-based data. These soutces include life
expectancy tables, surveys of compensation and health care cost trends, and historical and expected
return data on various categories of plan assets. The assumed discount rate applied to future plan
obligations is based at each measuring date on prevailing market interest rates inherent in high quality
(AA and better) corporate bonds that would provide future cash flow needed to pay the benefits as they
become due, as well as on publicly available bond issues. We regularly review our assumptions and
conduct a reassessment at-least once a year:* We do not expect that any such change in assumptions will
have a material effect on net income for 2007. ' o o

Reserves for Tax Dispute

QOur federal income tax returns for the years 1999 through 2002 have been examined by the
Internal Revenue Service ("IRS"). On May 9, 2005, we reccived a notice of proposed deficiency from
the IRS.” The primary audit adjustments proposed by the IRS related to (i) whether we were entitled to
currently deduct payments related to the repair of the Palo Verde Unit 2 steam generators or whether
these payments should be capitalized and depreciated and (ii) whether we were entitled to currently
deduct payments related to the dry cask storage facilities for spent nuclear fuel of whether these
payments should be capitalized and depreciated. The proposed IRS adjustments go to the timing of these
deductions not their ultimate deductibility for federal tax purposes. We have protested the audit
adjustments through administrative appeals and believe that our treatment of the payments is supported
by substantial legal authority. In the event that the IRS prevails, the resulting income tax and interest
payments could be material to our cash flows. The IRS is currently performing an examination of the
2003 and 2004 income tax returns. We have established, and periodically review and re-evaluate, an
estimated contingent tax liability on our consolidated balance sheet to provide for the possibility of
adverse outcomes in tax proceedings. Although the ultimate outcome of the appeals case or the ongoing
examination cannot be predicted with certainty, we believe that, as of December 31, 2006, adequate
provision has been made for any additional tax that may be due. '

Overview

The following is an overview of our results of operations for the years ended Decémber 31, 2006,

2005 and 2004. Income for the years ended December 31, 2006, 2005 and 2004 is shown below:

Years Ended December 31, |

) L 2006 2005 ' 2004
Net income before extraordinary item and cumulative C o ;
effect of accounting change (in‘thousands)........:e..,......»  $ 61,387 $ 36,615 $ 33,369
Basic earnings per share before extraordinary-item and . '

cumulative effect of accounting change ....................... 1.2% 677 -~ 0.790
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The following table and accompanying explanations show the primary factors affecting the after-tax
change in income before extraordinary items and cumulative effect of accounting change between the

«calendar years ended 2006 and 2005 2005 and 2004 and 2004 and 2003 (in thousands)

'
s

2004

_ . _ ) 2006 . 2005 :
~"Prior year December 31 income before ' i !
© + extraordinary item and cumulatwe effect . L ‘ te ot -
« of accounting change...........ivnniins? . . 36,615 3 133,369 b - 20,322 -
‘Change in (net of tax): P b e KR P
Decreased {increased) loss on v o o
extinguishments of debt... . <t 12,128 (a) (8,807) (a) (3,320)
Decreased (increased) deprecmtton and
AMOTIZAION EXPENSE .. 0 reiarevrrrieein s ieeerinaes 8,694 (b) - 6,760 (b) (3,566)
‘Increased retail base revenues ... 6, 241 (c) .1 .« 5,905 (¢} 1,897
, Income tax adjustmem ................ . 6,174 (d)” ' R -
“Increased wheeling | revenues . - 3,665 ©t 1,485 - 950
-~ Net fuel recoveries.. 3,568 (e) y (624) - 2,82] H
Decreased interest charges o o - . .
on long-term debt .. 3,168 (g) 5,212 (g) 1 384
Increased (decreased) off-system sales margms 2 797 456 " : (522)
Increased Palo Verde operatidfis and  -° < ” no g : :
MAINLENANICE EXPENSE .....voereeerearesesiempanrseaians =i (B, 050)(h) R (2 189)(t) .« {2,585)
Increased transmission and distribution . ‘
operations and maintenance expense............. (4,230() (1,710) (553)
Decreased (increased) taxes other than ' .
INCOME LAXES ...ooeeeireetie e (3,427 (k) (1,514) (k) 90"
Decreased (increased) maintenance at coal and
gas- -fired generaung plants a ..o esercesses (2,440 ;. e, 147 i 3,348
Incentive compensation accrual .. (1,777) e -453 ; (2,768),
Coal reclamation Liability ad_]ustmem... (404) 1,902 (1) (1 498)(])
Impairment loss ... SYPU SIS JOVOR - < R 10,897 {m)}
2004 IRS settlement. : * - i t > {6,200) (n) 6,200 {(n)
Other ..o Lol [I,335) N . . 272
Current year December 31 net income before .
- extraordindry item and cumulative effect -
of accounting change » gg.ggz R ;Q,QLQ L_J-;_sg!ggg -

‘

(a) .

(b}
(c)
(d)
(e)

{N
(2)

(h)

Loss on extmgmshmcms of debt in 2006 decreased compared o 2005 and mcrcased in 2005 compa.rcd to 2004 reﬂcctmg the ref nancmg of
all of our first mortgage bonds in May 2005,
Depreciation and amortization decreased due to completmg the recovery of certain fresh-start accoummg related assets over the term of

- the Texas Rate Stipulation which ended in July 2005, .

Retail base revenues increased in 2006 compared 1o 2005 and 2005 compared to 2004 pnmanly due to mcreased kWh sales reﬂectmg
growth in the mimber of customers served.

A reduction in income tax expense was recorded in 2006’(0 recognize the change in tax rates resultmg from changes in the Texas
franchise (income} tax law in May 2006.

Net fuel recoveries increaséd in 2006 compared o 2005 pnmanly tue to the recovery of purchased power capacny payments in
New Mexico in 2006 and increased recovery of transmission expenses in Texas.

Net fuel recoveries increased in 2004 compared ) 2003 due pnmanly to a Texas fuel dlsallowance in Docket No 26194 which was
recorded in 2003,

Interest charges decreased in 2006 compared to 2005 and in 2005 compared to 2004 due to lower interest expense on long-term debt
and financing obligations resulting from the refinancing of first-mortgage bonds with long-term senior notes in May 2005 and the
August 2005 reissuance and remarketing of pollution control bonds at lower interest rates.

Palo Verde operations and maintenance expense increased in 2006 when comnpared to 2005 due 10 the repairs and modification at Unit |
and scheduled maintenance and refueling outages at Unit 2 and Unit 3 in 2006.

Palo Verde operations and maintenance expense increased in 2005 when compared 0. 2004 due to increased operations and maintenance
expense at Unit 1 during the planned replacement of steam generators and refueling outage in late 2005, and increased administrative and

Transmission and distribution operations and maintenance expense increased primarily due to increased wheeling expenses due to the
Taxes other than income taxes increased in-2006 compared o 2005 and 2005 compared 10 2004 due to an mcrease in lhe E! Paso city

The coal reclamation liability adjustment pertains to the updated 2004 reclamation study for the coal mine whlch supplies the Four
Corners power plant. We had previously recorded this llabnhty based ona 1998 study and adjusted the liability i m December 2004. An

We abandoned the development of a customer information system pmJect and recognlzed an asset 1mpa1rmem loss in the third quarter of

(0]
 general expenses.
o expiration of an exchange contract and increased distribution expenses.
E;) franchise fee rate which took effect in August 2005.
additional true-up was recorded in September 2005.
) 2003.
()

A benefit was recorded in the third quarter of 2004 from a settlement of an IRS audit of our 1996-1998 tax returns.
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Historical Results of Operations

The following discussion includes detailed descriptions of factors affecting individual line items
in the results of operations. The amounts presented below are presented on a pre-tax basis.

Operating revenues

We realize revenue from the sale of electricity to retail customers at regulated rates and the sale of
energy in the wholesale power market generally at market based prices, Salés' for resale (which are
wholesale sales within our service territory) accounted for less than 1% of revenues. Off-system sales
are wholesale sales into markets outside our service tetritory. Off-system sales are primarily made in off-
peak periods when we have competitive generation capacity available after meeting our t'egulated service
obligations. Under the terms of our City Rate Agreement, we share with our, Texas customers 25% of
our off-system sales margins and wheeling revenues. (See Note B of the Notes to Consolidated Financial
Statements).

Revenues from the sale of electrlctty include fuel costs Wthh are essentially passed through to
customers through fuel adjustment mechanisms in Texas and New Mexico and a portion through base
revenues in New Mexico. We record deferred fuel revenues for the difference between fuel costs and
fuel revenues until such amounts are collected from or refunded to customers. "Non-fuel base revenues”
refers to our revenues from the sale’ of electricity excluding such fuel costs.

Retail non-fuel base revenues. Retail non-fuel base revenues increased by $9.5 million or 2.2%
for the twelve months ended December 31, 2006 when compared to the same period in 2005. Retail kWh
sales in the twelve month period ended December3l 2006 were 2.5% hlgher than the tweive month
period ended December 31, 2005. Growth of 2.7% in the average number of retail customers served in
2006 accounted for most of the increase in sales. The mild weather in the first quarter of 2006 was
largely offset by warmer summer weathier in the second quarter of 2006. Cooling and heating degree
days for the twelve months ended December 31, 2006 were approximately 3.6% and 7.5% below 2005,
respectively.- As a result, retail non-fuel 'base revenues. for. the residential, small commercial and
industrial and other public authorities. customer classes increased primarily due to customer growth.
Retail base revenues.for large. commercial and industrial increased pnmarlly as a result of increased kWh
sales to large industrial customers. - ‘ '

Retail non-fuel base revenues increased by $8.0 million or 1.9% for the twelve months ended
December 31, 2005 when compared to_the same period in 2004. Retail kWh sales in the twelve month
period ended December 31, 2005 wete 1.1% higher than the twelve month period ended December 31,
2004. Growth in the average number of retail customers served in 2005 of 2.5% accounted for most of
the increase in sales. While hotter. weather in the summer of 2005 (increased cooling degree days)
resulted in higher sales, this was offset by milder weather conditions earlier in 2005 (decreased heating
degree days).
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Retail non-fuel base revenue perceritages by customer class are presented below:

Twelve Months Ended
" December 31, "
2006 - _2005 2004

Residential......c....cooonnniiiiiiiecicins 39% 40% 38%
Commercial and industrial, small ............. 36 36 37
Commercial and industrial, large............... .9 9 10
Sales to public authorities ... 16 15 15

Total base revenues ... ..ol 100% 100% 100%

'No retail customer accounted for more than 2% of our non-fuel base revenues during such periods. As
shown in the table above, residential and small commercial customers comprise 75% of our revenues.
While this customer base is more stable, it is also more sensitive to changes in weather conditions! Asa
result, our business is seasonal, with higher revenues during the May to September summer cooling
season. The followmg table sets forth the percentage of our revenues derived durmg each quarter for the
per:ods presented:

Years Ended December 31,

2006 _2005 2004
January | to March 31 ...l — L 22% 21%. 23%
CAprl 110 June 30 .., 26 25 25
July 1 to September 30......c..ov.epvecrencunen. L0290 30 .28
October 1 to December 31 ,....5ooovecrrsnn: 23 24 24 .
TOtAL ..o e -~ 100% __100% __ t00%

Heating and cooling degree days can be used to evaluate the effect of weather on energy use. . For
each degree the average outdoor temperature varies from a standard. of 65 degrees Fahrenheit a.degree
day. is recorded. As shown in the table below, heating-and cooling degree days were generally average or
below average in 2006, 2005 and 2004.

o , ' 10-vear

| 2006 2005 2004 Average

Heating degree days........... e oo ba020 2;1.7"6' _ 2 558' T 2,374
Cooling degree days.........ccoccoc.. e 2 ,45?‘ St 2,549 © 12327 . _ 2,519 _

Fuel revenues. Fuel revenues consists oft (i) revenues collected from customers under fuel
recovery mechanisms approved by the state commissions, (ii) deferred fuel revenues which are
comprised of the difference between fuel costs and fuel revenues collected from customers and (iii) fuel
costs recovered in base rates in New Mexico. In New Mexico, the fuel adjustment clause allows us to
reflect current fuel costs above the amount recovered in base rates in the clause and to recover under-
recoveries or refund over-recoveries in the clause with a two-month lag with the exception of a fixed amount
of fuel costs for 10% of kWh sales. In Texas, fuel costs are recovered through a fixed fue! factor that may be
adjusted two times per year. In addition, if we materially over-recover fuel costs, we must seek to refund the

over-recovery, and if we materially under-recover fuel costs, we may seek a surcharge to recover
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those costs. Natural gas prices increased significantly in 2005 and 2004. As a result, we significantly
under-recovered fuel costs until we increased our fixed fuel factors in Texas in October 2005 and
February 2006. nE

In July 2005 we filed with the Texas Commission for an increase in our fixed fuel factor and to
surcharge fuel under-recoveries. A settlement allowed us, beginning in October 2005, to increase our
fixed fuel factor and to surcharge $53.6 million of fuel under-recoveries over a 24-month period. 1In
January 2006, we again filed with the Texas Commission to increase our fixed fuel factor and surcharge
approximately $34 million for additional, fuel under- -recoveries, mcludmg interest for the period of
September through November 2003, over a twelve-month period. We received Texas Commission
approval to implement the new fuel factor and surcharge on an interim basis beginning with February
2006 billings. Due to thesc increases in our fixed fuel factor and higher kWh sales, fuel revenues
recovered from Texas customers increased $52.8 million for the twelve months ended December 31,
2006 compared to 2005 and $8.6 million for the twelve months ended December 31, 2005 compared to
2004. In addition, the amount of fuel under-recoveries deferred for future collection for both the Texas
and New Mexico jurisdictions declined $83.2 million for the twelve months ended December 31, 2006
compared to 2005. Fuel costs deferred for future collection increased $62.2 million for the twelve
months ended December 31, 2005 compared to 2004. During 2006 and 2005 we collected $56.9 and
$6.0 million of deferred fuel revenues through fuel surcharges in Texas.

Off-system sales. Off-system sales ‘are primarily made in off-peak periods when we have
competitive generation capacity available afier meeting our regulated service obligations. Typically, we
realize between 40% and 50% of our off-system sales margins in the first quarter of each calendar year
when our native load is lower than at other times of the year, allowing for the sale in the wholesale
market of relatively larger amounts of off-system energy generated from nuclear fuel resources.
Palo Verde's availability is an. important -factor in realizing these off-system sales margins. Off-system
sales increased $17.7 million or 22.7% for the twelve months ended December 31, 2006 when compared
to 2005 primarily due to increased off-system kWh sales of 15.1% and higher average market prices.
Off-system sales decreased $0.3 million for the twelve months ended December 31, 2005 when
compared to 2004 due to a decline in energy available to sell in the off-system market because of a
decline in output at the Palo Verde station due to an extended planned refueling and steam generator
replacement for Unit 1 and unplanned outages at Palo Verde Units 2 and 3. Offsetting this decrease in
available power were: hlgher average market prices. 3
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.Comparisons of kWh sales and operating revenues are shownbelow, (in thousands):

Increase (Decrease)

Years Ended December 31: 2006 2005 Amount Percent
kWh sales: . , e ) . o -

Retail: . . e . ‘. . o .
Residential.......ccccoovivineinniictiinnnns 2,113,733 2,090,098 23,635 1.1% |
Commercial and industrial, small...... 2,159 ,599 2,126,918 32,681 . L5
Commercial and mdustrlal large’..... 1,204,707 1,165, 506 39,201 . 34
Sales to public authonues..I..'..........:. " '1.343,129 1.270.116° 73.013 5.7

“Total retail sales ..o _ 6,821,168 7 6,652,638’ - 168,530 T25

Wholesale: v K ' Cow : ' g '

Sales for resale ........ccooovvervececnninnn, v - 45397 - 41,883 3,514 8.4

' Off-system sales.....c..ioveeveecrininnnn, 1,635,407 1,420,778 - - 214,629 - 15.1

Total wholesale sales....... everrrenans 1,680,804 . - 1.462661.; . -« 218,143 - 14.9

. . Total kWhsales........c.coooront 8,501,972 8,115,299 386,673 . 48
Operating revenues: - e . T S

Non-fuel base revenues:

Retall . " . . v . i
Residential.... .ooocoocerevenne. el § 175,641 8 173007 $ 2634 1.5% "
Commercial and industrial, small'... 161,359 158406 ' . 2953 1.9
Commercial and industrial, large .. 40,502 39,192 1,310 _ 33

. Sales to public authorities ............. " 68438 ' 65861 2577 T 3.9
‘ +" iTotal retail non-fuel base Ce o ' ‘ - SRR
¢ TEVENUES ..tiaileeeeeeirenns e, s 445940 - .0 436,466 - ~+. 9474 2.2
. Wholesale: . o . : v : -
-Sales for resale ..o, i 1,794 . 1,687 - 107 . . 63 .
Total non-fuel base revenues .... 447.734, 438,153 . . 9581 S22,

. Fue[ revenues;

ey v . - o

Recovered'from customers . . ) o : .
during the period .....ccooveireneennn . - 225,441 . le4 500' .. 60,941 37.0 (1))
Under (over) collection of fuel........'.."_' ’ (3,655) 79,539 (83,194) . 2@
New Mexico fuel in base rates............ i 30,033 - 29440° ' 593 200
Total fuel® revenues..L....'...........I. : 251,819 ¢ © 273479 (21,660) - (7.9)
Off-systemn sales .......ccoorvmveriitl e - . 95932 . . _ 78,209 o 17230 e 227
OUhEr ..o 20,970 - 14072 _ - 6.898 - 49.0 .(3)}4)
Total operating revenues........... § 8led55 $ 8039(3 $ 12,542 1.6
Average number of retail customers: .
Residential..........cocciiecnccincininnann, 308,483 300,581 7,902 2.6
Commercial and industrial, small...... 32,591 " 31,573 1,018 3.2
Commercial and industrial, large ...... 58 59 ) )]
Sales to public authorities ............. 4,797 4,658 139 0
Total ... et 345,929 336,871 9,058 2.7

(1} Excludes $56.9 million and $6.0 million of deferred fuel revenues recovered through Texas fuel surcharges
in 2006 and 2003, respectively.

(2) Reflects increases in Texas fixed fuel factors in October 2005 and February 2006.

(3) Primarily due to increased transmission revenue.

(4) Represents revenues with no related kWh sales,
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Increase (Decrease)

(1) Primarily due to reduced output from Palo Verde.

- 1

(2)  Excludes $6.0 million of deferred fuel revenues recovered through Texas fuel surcharges in 2005.

(3) Primarily due to increase in recoverable fuel expenses as a result of an increase in the pnce and volume of
. ‘ 1' N

- natural gas burned and ari-increase in purchased power costs.

(4) Represents revenues with no related kWh sales. .
(5) Primarily due to increased transmission revenues.
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Years Endéd December 31:. 2005 2004 __Amoint_ Percent
* kWhsales: ¢ .- e . . ' . o -
Retail:» -~ & . o T ' T EY L
Residential ......cooeoeeviimiiccciineinns 2,090,098 1,986,085 104,013 . 52% ..
Commercial and industrial, small..... 2,126,918 2,115,822 11,096 0.5
Commercial and industrial, large ...... 1,165,506 1,236,426 (70,920) (5.7)
-Sales to pubhc authormes ..... RO 1,270,116 1 243,003 27113 © 22
) Total fetail sales.........oo. e __6,652.638 6.581,336 71 302 B TS
* Wholesale! .~ f . sl
1. Sales for-resaleé.”......... e 41,883 - 41,094 ' 789- 1.9
Off-system sales'...........o.... e _1:420.778 . 1.838.467 . (417,689) * - (22.7} ()
- . Total wholesale sales.................... 1,462,661 . . 1,879.561 {416,900) . (22.2) .
‘ Total kWhsales ...coooooereoernnns 8,115,299 8,460,897  ___ . (345,598) 4.1) ;
" Operating revenues: ' ' o ) o o o
Non-fuel base revenues: Yoo
Retail:
URESIdential sl s 173,007 § 164791 $ - 8216 - 5.0%
- Commercial and industrial, small . .158.406 157,188 1,218 ¢ 0.8
v - -Commercial and industrial, large..., .., 39,192 -41,096 (1904 .- (4.6)
Sales to public authonities............ 65,861 65,351 510 .08
Total retail non- fuel base, c _ , . '
B 436,466 -~ 428.426 ' 8.040 R K
Wholesale: o o
Sales for resale........cooiiinen 1,687 1,675 12 0.7
 ~ - Total non:fuel:base revenues....- 438 153~ - 430,101 - 8052 1.9
- Fuel revenues: S
Récovered from customers . ., - o .
during the period........cooerreerrenrenen. 164,500 143,692 20,808 14.5 (2)
Under (over) collection of fuel ......... + 79,539 17.360 62,179 3582 (3)
New Mexico fuel in base raes ......eoeel 29.440 27.956 1,484 53
) Total fuel revenues...:.., ............ 273.479 ’ 189,008 84,471 447
Off-system sales c.........cocimvvesvzunsirnnns 78,209 . 78,533 (324) (0.4)
© Other '. ’ o 14,072 10.986 - 3,086 28.1 (4X%)
Total operating revenues .......... $§ 803913 § 708628 M 95,285 13.4
: v 1.
Average number of retail customers: . o
ReSIAEntial ... .oocoueveverienrrnnccerieerennne 300,581 293,395 7,186 24
Commercial and industrial, small...... 31,573 30,731 842 2.7
Commercial and industrial, large...... 59 © 56 E 3 54
Sales to public authorities................. * 4,658 4,532 126 2.8
1171 DO '3_36.871 ~ 328,714 8,157 2.5

’e
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Energy expenses

Our sources of ¢ energy include electricity generated from nuclear fuel, natural gas and coal plants
that we own and purchased power. Palo Verde represents approximately 40% of our available net
generating capacity and approximately 42% of our available energy for the twelve months ended
December 31, 2006. "~ ° _ ‘

Energy expenses decreased $12.6 mitlion for the twelve months ended December 31, 2006 when
compared to 2005 due:to decreased natural gas generation and lower natural gas prices. During 2006, we
were able to displace gas-fired generation with increased purchases of economy energy in the wholesale
power market. The average cost of purchased power in 2006 was $52.97 per megawatt-hour compared to
our cost of generating power at our gas-fired generating plants of $78.91 per megawatt-hour. In addition,
the average cost of purchased power in 2006 was approximately 17% lower than in 2005. As a result, we
purchased 76% more energy in 2006 compared to 2005 which resulted in mcreased costs of purchased
power of $37.0 million.

Our energy expenses increased $82.0 million for the twelve months ended.December 31, 2005
when compared to 2004 primarily due to (i) increased natural gas costs of $72.2 million due to increased
prices and volume burned and (ii) increased costs of purchased power of $13.6 million due to higher
market prices for power. These increases were partially offset in 2005 by a $0.7 million decrease to our
coal reclamation liability recorded in 2005 compared to a $2.2 million increase in our coal reclamation
costs recorded in 2004.

1

2006 . -2005
N Cost per ' . Cost per
Fuel Type Cost . MWh MWh Cost_ - MWh MWh
S {in thousands) (in thousands)- A o
Natural Gas ............. $ - 180,485 2,287,097 § 7891 5 230900 . 2,643,584 $ 8734
Coal..oooveeeiiciee 11,698 . 1827181 14.14 11,003 (a), , 779,002 , 14.12
Nuclear......cocvereenns 21,173 3,793,728 5.58 21619 4,077,558 | 5.30
Total..viiriees 213,356 6,908,006 30.89 263, 522" 7,500;144 . 35.14
Purchased power ..... 116,989 -2.208.661 52.97 - 80,040 - __1.255626 - '63.75
Total energy........ §.- 330,345 9.116,667 | £ 36.24 3 343,562 _8755770 £1'39.24
2004
Cost per .
Fuel Type Cost MWh . MWh
(in thousands) : ’
Natural Gas ............. $- 158,725 (b) 2,426,567 $ 6541 c T
Coal..ocororvrrcereennen, 10,027 {a} ;740,960 13.53 L -
Nuclear........ccooevnn.. 22,790 4,443,928 513
Total...cocreerviennnnes 191,542 7,611,455 25.16
Purchased power ..... 66,451 1.410.114 . 47.12.

Total energy........ 3 257,993 | _S5.021,56% 2360 | »

1 . r - PR ot R

R “ i ’ ‘ .
(a) Excludes a. reductlon of $0. 7 million” and ‘an .increase of $2 2 mllhon to our coal reclamatlon
Hability recorded in 2005 and 2004, respectively. ‘
(b) Excludes a $0.7 million contract termination fee.
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Other operations expense Ve

- Other. operations expense: increased $13.2 million, or-7.4% in,2006 compared to 2005 primarily
due to (i)increased Palo Verde operation expense of $5.1 million; (ii) increased transmission expense of

$2.7 million primarily as the result of new wheeling contracts; (iii) increased customer accounts expense-

of $1.8 million due to increased bad debt expense; (iv)increased accruals for employee incentive
payments of $2.9 I'I'l]lll()n and (v).increased consultmg fees of $1.8 million.

s T . R v . | ‘. r \ B .t

Other operatlons expensedncreased $4.8 mllllon or 2 7% in 2005 n:ompared to 2004 .primarily
due to (i) increased Palo Verde expense of $3.1 million; (ii) increased other postretirement benefit costs
of $2.0 million;.and.(iii) increased wheeling: costs of $1.9 million. These-increases were partially offset
by decreased regulatory, expense of $1.1 million related-to FERC matters and the receipt of a sales.tax
refund of $0.9 million in 2005 with no comparable activity in 2004.

Maintenance expense

i ., Maintenance expense increased $12.7 million, or 26, 8% in 2006 compared to 2005 primarily due

to increased mamtenance expense at Paln Verde of $7 9 mllhon and our gas- ﬁred generatmg plants of
$3.9 mllhon '

S ||! A P TR ‘|f ,1 teog ‘; Ve s -t [ s tj.j' +

Mainiénance expense mcreased $2.1 million, 'or 4.8% in 2005 compared to* 2004 primarily due to '

mcreased environmental expenses ‘of $1.2 million related to remedlatlon pl‘OjeCtS and mcreased
maintenance at Palo Verde of $0.4 million. ! R ML i

- : L P LT g o
Depreciation and amortization expense

.. . - . * . T . . .
N st R B e ot . [ T =" AL PR

" i'Depréciation and amortization - expense - decreasedr $14.0 million and 1$10.9:million iin 2006
compared t0.2005 and:in 2005 compared to 2004, respectively, primarily due to.completing the recovery
of certain fresh-start accounting related assets over the:term of the-Texas Rate Stipulation which ended-in
July 2005. These decreases were partially offset by increases in the depreciable plant balances, prlmanly

related to the replacement of Palo Verde Unit | steam generators in December 2005, .- v
Taxes other than income taxes ... .., o ... &0t 02 g o Lo "
LINETR AR * A PPN B PRI SR RP oo 1 I A ey

N Taxes ‘other than-income taxes mcreased $5 5 million i in 2006 eompared to 2005 and mcreased by
$2.4 million in 2005, compared to 2004 prlmarllyz, due to an increase in the El Paso.city franchise fees
-which took effect in- August 2005 .and higher taxable revenues due to increased kWh sales and increases
in fuel recoveries mcludmg fuel isurcharges., We-incur city franchise taxes as_revenues are,billed to
customers. .The increase in:2005 compared to 2004 was partially offset by, a, decrease in New Mexlco
occupation street rental tax. As a result of a June 2004 change in New Mexico law, the occupation street

rental tax on retait sales of electricity is now collected directly from retail customers and not recorded as
an expense.
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Other income (deducn"ons) - : : :

~ Other income (deductions) incréased $20.7 million in 2006 compared to 2005 primarily due to a
decrease in the loss on extinguishment of debt of $19. 6 million, resultlng from the retirement of our first
“morigage bonds in the second quarter of 2005. : '

Other income (deductions)' decreased $12.8 million in 2005 compared to 2004 primarily due to'an
increase in the loss on extinguishment of debt of $14.2 million, as a result of the refinancing of our first
mortgage bonds in the second quarter of 2005. This decrease was partially offset by increased interest
income in 2005 of $2.2 million primarily related to a $1.1 million adjustment to reduce interest income
associated with the resolution of the Texas fuel reconciliation in PUC Docket No. 26194 'recorded in
2004 with ho comparable.activity in 2005, and the receipt of $0 6 million interest related to a sales tax
refund in 2005. : : :

Interest charges (credits)

 Interest charges (credlts) decreased $3.8 milliot in 2006 compared to 2005 due to a $5.1 million
decrcase in interest on long-term debt and financing obligations resulting from (i) the repurchase and
retirement of our first mortgage bonds in May 2005; (ii) the May 2005 issuance of unsecured senior notes
at a lower interest rate than the first mortgage bonds and (iii) the reissuance and remarketing of our
pollutlon control bonds in August 2005 with lower mterest rates. This decrease was partlally offset by a
$0.9 million reduction in capitalized interest as a result of completing construction of new Palo Verde
Unit | steam generators in December 2005.

Interest charges (credits) decreased $10.6 million in 2005 compared to 2004 due to an
$8.4 million decrease in interest on long-term debt, and financing obligations. resulting from the debt
refinancing in 2005. ,The decrease was also due to:increased capitalized interest of $2.4 million due to an
ncrease in construction work in progress.related to Palo Verde Unit:1 and Unit 3 steam generators.

o K . . ., .

Income tax expense ! . "

Income tax expense, before extraordinary item and the cumulative effect of an accounting:.change,
increased $7.5 million in 2006 compared to 2005 primarily due to increased pretax income and certain
permanent tax differences. The increase in income tax expense in 2006 compared to 2005 was offset by
a reduction in state income taxes resulting from'a change'in the Texas franchise (income) tax law-in 2006
as discussed below. Income 'tax expense, before extraordinary item and the cumulative effect of ‘an
accounting change, increased $9.4 miltion in 2005 as compared to 2004 primarily due to the'$6.2 miition
beriefit from the IRS settlement recorded in the third quarter of 2004 and for changes in’ pretax mcome
and certain permanent dlfferences ’ ' - : g oL
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In May 2006, legistation was approved in Texas revamping the state-franchise (income) tax. The
tax legislation changes the franchise tax from a tax based upon either taxable capital or taxable income to
a 1% tax on taxable margins. The revised franchise tax is effective for tax payments in 2008 based upon
2007 taxable margin. Our taxable margin is based upon revenues taxable for federal income tax purposes
less cost of goods sold -which includes all costs of producing.electricity, but does not include post-
production costs, Even with the lower tax rate, the expansion of:the tax base' will result:in higher
franchise tax expense beginning in 2007. :

' " L T s

For accounting purposes, the revised franchise tax is an income tax subject to the requirements of

. SFAS No.-109; "Accounting for Income Taxes". SFAS No. 109 requires that deferred tax assets and
liabilities be adjusted for changes in tax law in the period of change. As a result, we recorded a $6.2 million
reduction in.our net deferred tax liability in the second quarter of 2006 and a corresponding reduction in
income tax expense. The adjustment to the net deferred income tax liability 'includes: (i) a reduction of

$2.7 million in net Texas deferred income tax liabilities associated with temporary differences that will not -

reverse in the ﬁJturIe‘uﬁder the revised franchise tax calculation; (ii) a redaction of $6.8 million in'net Texas
deferred income’ tax liabilities for ‘the change in tax rate from 4.5% to 1% effective in 2007; and (iii) an
increase of $3.3 million in-déferred federal income tax- liabilities to reﬂect the’ change in deferred: federal
‘income taxes associated with deferred Texas franchlse taxes. R i . Lr
Extraordinary gain

a . . N L. ) . . L e

"+ The extraordinary gain ‘on re:application of SFAS No. 71 for 2006 relates to our determination

that we met the criteria necessary to re-apply SFAS No 71 to the Texas _]Ul'lSdlCtlon at December 3]
2006 as descnbed under SFAS No. 71 below : . !

The extraordmary gain on re- appllcatlon of SFAS No. 71 for 2004 relates’ to our thlrd quarter
2004 determination that we met the criteria necessary to re-apply SFAS No. 71 to our New Mexico
Jlll'ISdICthl’l The decision was based on ouf receiving the NMPRC's approval for new rates ‘that were
based upon our cost of service and the fact that New Mexico had répealed its electric utlllty restructuring
law. The re-application of SFAS No. 71 to our New Mexico jurisdiction resulted in the recordmg of a
$1.8 million extraordmary gam net of tax, in the thlrd quarter of 2004

LA

Cum‘ulattve effect of accounting change S s

The ‘cumulative effect’ of accounting change for 2005  of $1.1 million, net of tdx, relates to the
‘adoption of 'FASB Interpretation No: 47, "Accounting for Conditional Asset Retirement Obligations,”
“("FIN 47") in December.2005. FIN 47 provides guidance on thé recoghitiort arid ‘measurement ‘of
‘liabilities associated with the retirement and disposal obligations of tangible long-lived assets not already
accounted for under SFAS No. 143. FIN 47 afféctéd the accounting for the disposal obligations of our

fuel oil storage tanks, water wells, evaporative ponds and asbéstos at our gas-fired generating stations: -

o
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Implementation of SFAS No. 71 .- - . .~ o - o T

Regulated electric utilities typically prepare their-financial statements in accordance with SFAS
No. 71. Under this accounting standard, certain recoverable costs are shown'as either assets or liabilities
on a utility's ‘balance sheet if the regulator provides assurance that-these costs willibe charged to and
collected from the utility's customers (or has. already permitted such cost recovery). . The-resulting
regulatory assets or liabilities are amortized in subsequent periods .based upon. their respective
amortization periods in a utility's cost of service.
A ' to L . ST R

Prior to. December 31, 2006 we did not.prepare our financial statements:in accordance with SFAS
No. 71 for our Texas jurisdiction which had been operating under arate freeze which expired on July 31,
2005. In July 2005, we entered into a.new rate agreement with the City of El Paso ("City Rate
Agreement"). Under the City Rate Agreement most retai! base rates remain at their current level for.the -
next five years. If, during.the.term of the agreement, our return on equity falls, below, the bottom of a
defined range; we have the right to initiate a rate case and seek an adjustment to base rates. If our return

_on equity exceeds the top of the range, we will refund, at the City's direction, an amount equal to 50% of

the pre-tax return in excess of the ceiling. The City Rate Agreement required the approval of the Texas
Commission 1o implement the fuel related provisions of the.agreement including the sharing of 25%.of
off-system sales margins with customers through our fixed fuel factor.

.

On December 8, 2006, the Texas Commission issued a final order approving the fuel related

' provisions of the City Rate Agreement and extending the rate freeze and earnings sharing provisions of

the agreement to all customers in Texas based upon settlements with parties to the proceeding. Based
upon the City Rate Agreement and order of the Texas Commission extending the.agreement.to all
customers in Texas, we determined that our Texas jurisdiction meets the criteria for the re-application of
SFAS No. 71 to our Texas jurisdiction as of December 31, 2006, - C ot

The re- appllcatlon of SFAS No. 71 to our Texas Junsdwtron recogmzes that changes in our cost
structure result in our rates fully recovering our cost of providing, service, and the earmngs sharmg
provisions of the rate agreement provide for continued recovery of,our costs of provndmg service during
the rate freeze period. In addition, the adopuomof a rule by the Texas Commission in October 2004
results in an indefinite delay in retall competition in our Texas service territory and the continued
regulation of our retail rates by the City and Texas Commission. ,

As a result of the re-application of SFAS No. 71 to our Texas jurisdiction at December 31, 2006,
we have recorded regulatory assets of $9.6 million and recogmzed an exlraordmary gain of $6.1 million,
net of tax. Regulatory assets recorded as of December 31, 2006 are currently being recovered through
the. Texas fixed fuel factor. Other regulatory, assets and_ habllmes will be recorded when recognized in

.Texas rates. Effectlve with the re;application -of SFAS No 71 and in accordance ,with regulatory

accounting. requrremems we will mclude an allowance for equity and borrowed funds used durmg
construction as a cost of construction of electric plant in service. The allowance for equity funds used
during construction will be recognized as income and the allowance for borrowed funds used during
construction will be shown as capitalized interest in our statement of operations. Prior to the
re-application of SFAS No. 71, we capitalized interest costs in accordance with SFAS No. 34,
"Capitalization of Interest Costs."”
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‘New accoummgstandards ' . o A

~In September 2006 the FASB issued SFAS No 157 IFair Value Measurements " SFAS No. 157
defines fair value, establishes a:framework for measuring fair value in’generally accepted accounting
principles and expands disclosures about fair value measurements. SFAS No. 157 modifies other
accounting pronouncements that require or permit fair value measuremeénts and doés-not require any new
fair value measurements. ‘This'statement is effective ‘for financial statements-issiied for-fiscal ‘years
‘beginning aftér November 15,2007, and interim periods within-those 'fiscal 'years: We do not believe
SFAS No. 157 w1]1 have a 51gn1ﬁcant 1mpact on-our consolidated ﬁnancnalfstatements ' '

£ e TEEERTE [

' In June 2006, ‘the -FASB issued” FASB lnterpreta‘non ‘No. 48 (“FIN 48") "Accounting for'

Uncertainty in Income Taxes — an interpretation of FASB Statement No. 109:" FIN 48 clarifies the
accounting for -uncertainty ‘in"income’ taxes recognized in the financial statements in accordance’with
SFAS No. 109 "Accounting for ‘Income Taxes." FIN 48 prescribes a ‘recognition threshold “and
measurement attribute for the financial statement recognition and measurement‘of a tax position taken or
expected to be taken in a tax return and provides guidance on derecognition, classification, interest and
*penalties, accounting in"interim periods, disclosure and’ transition.” FIN 48-isieffective for fiscal years
beginning after-December:15; 2006. We'will-adopt the provisions of this interpretation in our financial
-statements for the fiscal-year beginning January'1,2007. We do  not bélieve - FlN 48 Will have a
Signiﬁcant impact on our consolidated financial statements v - e R
~In September 2006, the SEC Staff issued Staff Accounting Bulletint No 108 ("SAB No 108")
"Considering the Effects of Prior Year Misstatements when Quantifying Misstatements in: the Current
Year Financial Statements.” SAB No. 108 requires the use of two alternative approaches in
quantitatively evaluatmg ‘materiality of misstatements.«.lf the misstatement: as' quantified under either
-approach is material to-the current year financial statements, the misstatement: must be corrected. It the
effect of correcting the' prior year misstatements, if any, in the current year.income statement is material,
-the prior year financial statements should be corrected. SAB No: 108 s’ effective for fiscal years ‘ending
after November 15, 2006. We adopted the provisions of SAB No. 108 in the fourth quarter.of 2006.and it
did not affect our consolidated financial statements. ‘. )

. - '
PRIy - ‘ ! ‘" f ;

For the last several years, mﬂation has been relatively low and therefore has. had little impact on
our results.of. operatlons and ﬁnanmal condition. . Wt '

' Iy . . oo oire
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IR Liquidity and Capital Resources* ~ ' 't°
' e T e T A
Qur principal liquidity requirements in the near-term are expected to consist of interest payments
-on: our indebtedness, ‘capital expenditures related to our generating facilities and- trasmission and
distribution systems, operating expenses including fuel costs and taxes. We expect that cash: flows from
operations will be used to fund aasigniﬁcant portion of these capital requirements As of December 31,
2006; we had, approximately $40.1 million in cash and cash equivalents, an increase of $32.1 milhon from
the balance of $8.0 milhon on December 31, 2005 . I DR : L

i 7 o e, e 54 "1: YL Mo 7".1—'

Capi'tal Requirements. Substantial'inci‘eases in the cost of natural gas.during 2004 and 2005 and

the delay in reflecting higher fuel costs in fixed fuel factors in Texas led to the under:recovery ‘of the
Texas jurisdictional. portion of our fuel costs- by $84.9 million,,including..interest,. for the period from
March 2004:to0 December 2005.. In November. 2005, the Texas Commission -approved. a settlement:of a
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fuel factof filing which provided for (i) a surcharge over a 24-month period of fuel under-recoveries of
$53.6 million, including interest through August 2005; and (ii) new fuel factors which reflect natural gas
costs of $7.28 per MMBtu.-We had previously been permitted to implement the increase in the fuel factor

and the fuel surcharge on an interim basis beginning with October 2005 billings. - ., ..
N f . ' . .

,In January 2006, we:filed a request with the Texas Commission, for an additional increase in our
fixed fuel factors reflecting gas costs of $9.35 per MMBtu, and to surcharge over a, twelve-month period
approximately $34 million for fuel under-recoveries, including interest, for the period September 2005.to
November 2005. The requested fuel factor and. fuel surcharge were placed into effect with February 2006
bills to customers. Recovery of this fuel surcharge was completed in January 2007. In February 2007, we
lowered our fixed fuel factors by 10% to reflect recent reductions in natural gas costs. ,For the twelve
months ended December 31, 2006, weunder-recovered fuel costs:in Texas by approximately $1.0-million.
In addition, we collected $56.9 million in fuel surcharges-in the twelve months ended December 31, 2006,
reducing our deferred: fuel balance and increasing cash, flow by $55.9 million. We should continue to

realize increased cash flow as we.collect these fuel surcharges during 2007, « . . Lo, g
. o FAYRE i ! N L P
Our long-term llquldlty requnremems .consist pr1marlly of constructlon of electrlc utility plant and
the payment. of interest-on.debt. Projected .utility construction expenditures will consist primarily of
expanding and updating the transmission and distribution systems, adding new generation, and making
capital improvements and replacements at Palo Verde and other generating-facilities, including replacing
steam generators in Palo Verde Unit 3. See Part I, Item !, "Business — Construction Program." We
expect that a‘'significant portion of our construction expenditures will be financed with internal sources of
funds through 2008. - BN . . . L s
o g R T . . oo
Durmg the twelve months ended December 31, 2006, we utilized $89.2 mllllon of federal income
tax loss carryforwards and $42.0-million of state income tax loss carryforwards reflecting the collection of
deferred fuel and increase in pre-tax income. As deferred fuel costs are collected from customers; they are
‘included in taxable income. Our future cash flow requnrements for federal and state iricome taxes are

LY

expected to increase over that requiréd in recent years. -~ . .+ T A

We continually evaluate our funding requirements related to our retirement plans, other
‘postretirement ‘benefit plans; and decommissioning trust funds. “We contributed $13.7 million and
$19.9 million to our retirement plans during the twelve months ended December 31, 2006-and 2005,
respectively. We also contributed $3.4 million to our other postretirement benefit plan for both 2006 and
2005 and $6.7 million and $6.2 million. to our decommissioning trust funds during the twelve months
ended December 31, 2006 and 2005, respectively. )
" .. The .Company does, not pay dividends on common stock.. Since..1999, we have .repurchased
approximately 18.0 million -shares of common- stock at an aggregate cost: of-$238 million, including
commissions. ' In September 2006, the Board authorized the repurchase of up to 2.3 million shares of our
-outstanding common stock.: The shares authorized under the 2006 Plan are in-addition to the shares
which were available under a buy back program previously approved by the Board in February 2004,
During 2006, we repurchased 2,660,820 shares of common stock at an aggregate cost of $62.4 million.
-As of December 31, 2006, no shares.remain available under the 2004 Plan, and approximately 1.3 million
shares remain authorized to be repurchased,under the 2006 Plan: We may in the future make purchases
of our.:stock pursuant to our stock repurchase .plan at open market prices -and may engage in private
transactions, where appropriate. The repurchased shares will be available for issuance under émployee
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benefit and stock option plans, or may be retired. Common stock equity as a percéntage of capitalization,

including the current portion of long-term debt and financing obligations, was 47.6% as of December 31,
2006. : : ‘

."1 Tw .--_‘!', (- . T -
Capital Sources. As discussed in our 2005 Form /10-K,_we-issued senior notes in May 2005 to
fund the reacquisition of our first mortgage bonds which resulted in significant savings in mterest COSts.

In addition, m August 2005, we relssued and remarketed pollutnon control bonds resultmg m a s1gn1ﬁcant
savings in interest costs. .

Loy o

t

[T

We maintain the ability to issue long-term debt, if needed, to finance capital requirements and for
other corporate purposes including the repurchase of common stock. Our Senior Notes are"rated "Baa2"
by Moody's and "BBB" by Standard & Poors. Construction expenditures are expected to inctease as we
plan to add new generation capacity in 2009 and subsequent years. We expect to mmally fund ) most of
our construction- expenditures. with internally generated funds and, when appropriate, the: issuance of
long-term debt, consistent with’ maintaining a capital structure typical of a regulated electric utility. Due
to the increased volatility in the natural gas markets we expanded our existing revolving credit facility
from $100 million to $150 million in 2006. The expansion came at a time of helghtened competltlon in
the bank markets resulting in lower borrowing costs under the new facility. The revolving credit facility

will continue to provide for up to $70 million for nuclear fuel purchases with any amounts not borrowed
for nuclear fuel available for working capital purposes. '

. ; f L Y . T
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Conrractual Obligations.- Our contractual obhgatlons as of December 31, 2006 are as follows (in

thousands) IR Y . B T S T o R
Payments due by period 0
2008 and 2010 and 2012 and
I . __Total 22007 o _- 2009 ., 20t1° . Beyond
it U o TR R
Long-Term Debl (mcludmg mterest) .. ) L . ) . ' - ’
Senior notes.. convreemiennnnnns 51,082,000 $ 724,000 $ 48,000 $ 48,000 "§ 962,000
Pollution controlbonds (I) .................... 425,570 8,048 16,097 T 16,097 385;328
Financing Ob]lgauons (mcludmg
interest): PR , : G [T R T S P ’
« Nuclear fuel 2).....coooovveiiieee, -+ 48,930 22,218 . 26,762 .- -
Purchase Obhgatlons . , o \ e s v R
Capactty and other power Contracts 269,320 . 17,727 ’ 33,151 - 24301 . 194,141
* Fuel contracts: : ) o o ot )
"1 Coal (3).... "’ < ¢ 74390 - re7820 7 7. 15640 hrotrgse41 35288
& Gas(3).. ceiembreieneinnes+ 136,143 ‘85,234 . -, . 27,735 . . +23,174 _—
Nuclear fuel (4) ........... rireriesierererean o L1240 MJA24 » e =08 e s
\ Retlremem Plans and Other . L L . Lo . . . ‘ A
Poslreurement Beneﬁts L6 RS . 5071 “som - - : -
" Decommissioning trust ~ ¢ o . o L o bl o —
RS (6).e il e e 259,358 6,951 - 15,119 - - 16,737° ' " 220,551
Operating 1€ases (7)..ocoeirnimrncncnnnennen 2,503 21,020 ¢ v 1140 00 - 270° . 73
Total..oooooeeeene, $2314459 § 189213 3 183,645 144220 § 1,797,381

Two series of pollution control bonds are remarketed and the interest rates are set weekly. The

remaining two series of pollution control bonds are scheduled for remarketing and/or mandatory
tender in 2012 and 2040.

Reflects current obligations under the $150 million credit facility used to finance nuclear fuel
including interest based on actual interest rates at the end of 2006.

Amount is based on the minimum volumes per the contract and market price at the end of 2006. Gas
obligation includes a gas storage contract and a gas transportation contract.

Some of the nuclear fuel contracts are based on a fixed price adjusted for an mdex The index used
is the current index at the end of 2006.

These obligations include our minimum contractual funding requirements for the non-qualified
retirement income plan and the other postretirement benefits for 2007. We have no minimum
contractual funding requirement related to our retirement income plan for 2007. However, we may
decide to fund at higher levels and expect to contribute $13.6 million and $3.4 million to our
retirement plans and postretirement benefit plan in 2007, as disclosed in Part 11, Item 8, Notes to
Consolidated Financial Statements, Note K, Employee Benefits. Minimum contractual funding
requirements for 2008 and beyond are not included due to the uncertainty of interest rates and the
related return on assets.

These obligations represent funding requirements under the ANPP Participation Agreement based
on the current rate of return on investments.

The Company leases executive and administrative offices in El Paso, Texas under a lease which
expires in May 2007. The Company is currently in negotiations regarding this lease. In addition,
the Company leases certain warehouse facilities in El Paso, Texas under a lease which expires in
January 2009 with three concurrent renewal options of one year each. The Company also has
several other leases for office and parking facilities which expire within the next seven years.
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Off-Balance Sheet Arrangements . . PR . L

We have no off-balance sheet arrangements that have or are reasonably likely to have a current or
future effect on,our financial condition, changes in financial condition, revenues or expenses, results of
operations, liquidity, capital expenditures or capital resources:, -
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[tem 7A. Quantitative and Qualitative Disclosures About Market Risk

The following discussion- regarding our market-risk sensitive instruments contains forward-
looking information involving risks and uncertainties... The:statements regarding potential gains and
losses are only estimates of what could occur in the future. Actual future results may differ materially
from those estimates presented due to the characteristics of the risks and uncertainties involved.

We are exposed to market risk due to changes in interest rates, equity prices and commodity

‘prices. Substantially all financial instruments and positions we hold are for purposes other than trading

and are described below.
Interest Rate Risk

Our long-term debt obligations are all fixed-rate obligations with varying maturities, except for
two of our pollution control bond series which are repriced weekly and our revolving credit facility,
which provides for nuclear fuel financing and working capital and which is based on floating rates.

We have issued two series of pollution control bonds in the amounts of $63.5 million and
$37.1 miilion with a variable rate that is repriced weekly until they mature in 2040. These pollution
control bonds are carried on the balance sheet at their face value. At December 31, 2006, the variable
interest rates were 3.85% for both the $63.5 million and the $37.1 million pollution control bond series.
A hypothetical 10% increase in interest rates, annualized from the December 31, 2006 rate, would cause
an approximate $0.4 million increase in interest expense.

Interest rate risk, if any, related to the revolving credit facility is substantially mitigated through
the operation of the Texas Commission and NMPRC rules which establish energy cost recovery clauses
("fuel clauses”). Under these rules and fuel clauses, energy costs, including interest expense on nuclear
fuel financing, except as noted in "Regulation -- New Mexico Regulatory Matters — Fuel,”" are passed
through to customers.

Our decommissioning trust funds consist of equity securities and fixed income instruments and
are carried at market value. We face interest rate risk on the fixed income instruments, which consist
primarily of municipal, federal and corporate bonds and which were valued at $45.6 million and
$39.3 miilion as of December 31, 2006 and 2005, respectively. A hypothetical 10% increase in interest
rates would reduce the fair values of these funds by $0.7 million and $0.6 million based on their fair
values at December 31, 2006 and 2005, respectively.

Equity Price Risk
Our decommissioning trust funds inciude marketable equity securities of approximately
$69.1 million and $56.7 million at December 31, 2006 and 2005, respectively. A hypothetical 20%

decrease in equity prices would reduce the fair values of these funds by $13.8 million and $11.3 million
based on their fair values at December 31, 2006 and 2005, respectively.
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n ‘ . ~Commodity Price Risk. .« .- s ..

-

, We utilize contracts of various’durations for the purchase of natural gas, uranium concentrates
and coal to effectively-manage our available fuel portfolio. . These agreements contain variable pricing
provisions and are settled by physical delivery. The fuel contracts with variable pricing provisions, as
well as substantially all of our, purchased power requirements; are'exposed to fluctuations in prices due

to- unpredictable factors, including weather and various other worldwide events, which impact_supply

and demand. - However, -our exposure to fuel-and purchased power price risk:is substantially mitigated

through the operation of the Texas Commission and NMPRC-rules and_ our fuel clauses, as discussed
previously. N R O
. In the normal ' course of business, we enter into.contracts .of various. durations for-the forward
sales and purchases of electricity to effectively manage our available.generating capacity and supply
needs. Such contracts include forward contracts for the sale of generating capacity and energy during
periods when our available power resources are expected to exceed the requirements of our retail native
load and sales for resale. They also include forward contracts for the purchase. of \wholesale capacity
and energy. during-periods when the market price of electricity is below our.expected incremental power
production costs or to.supplement our generating.capacity when demand 1s, anticipated to exceed such
capacity. As of January 31, 2007, we had entered into forward sales and purchase contracts for energy
as discussed in Part |, ltem I, "Business — Energy Sources —Purchased Power" and "Regulation — Power
Sales Contracts." These agreements are generally fixed-priced contracts which qualify for.the "normal
purchases and normal sales" exception provided in" SFAS No. 133, "Accounting for Derivative
Instruments and Hedging Activities," and SFAS No. 149, "Amendment of Statement 133 on Derivative
Instruments and Hedging Activities,™ including any effective implementation guidance discussed by the
FASB Derivatives Implementation Group. and are not-recorded at their fair value. in'our financial
statements. , Because of the operation of the Texas Commission.-and NMPRC rules and our fuel clauses,
these contracts do not expose us to significant commodity price risk: , <
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Management Report on Internal Control Over Financial Reporting

The Company's management is responsible for establishing and maintaining adequate internal
control over financial reporting. Internal control over financial reporting is defined in Rule 13a-15(f).or
15d-15(f) promulgated under the Securities Exchange Act of 1934 as a process designed by, or under
the supervision of; the Company’s. principal executive and principal financial officers and affected by the
Company's board of directors, management and other personnel, to.provide reasonable assurance
regarding the reliability. of financial reporting and the preparation of -financial statements. for external
purposes in accordance with generally accepted accounting principles and includes those poltcnes and
procedures that: S

* . Pertain to the maintenance of records that in reasonable detail accurately and fairly reflect the
- . transactions and dlsposmons of the assets of the Company, :

.
.o * e '

¢ ;7 -

. Provide: reasonable assurance that transactions are recorded as necessary to permit

" preparation of financial - statements in accordance with generally accepted accounting
principles, and. the receipts and expenditures of the Company are being made only in

e :  accordance with-authorizations of management and directors of the Company; and *

« . 'Provide reasonable assurance ‘regarding prevention or timely detection. of unauthorized
+ acquisition, use or disposition of the Company's assets that could have a material effect on

+ !

the ﬁnanc1al statements : : : ' -

i Because of its inherent‘ limitations, internal control over financial reporting may not preverit or
detect misstatements. Projections of any evaluation of effectiveness to future periods are subject to the
risk that-controls may become' inadequate because of changes in conditions, or-that the degree of
compliance with the policies or procedures may deteriorate. - : .

The Company's management assessed the effectiveness of the Company's internal control over
financial reporting as of December 31, 2006. In making this assessment, the Company's management
used the criteria set forth by the Committee of Sponsoring Organizations of the Treadway Commission
("COSO0") in Internal Control-Integrated Framework.

Based on its assessment, management believes that, as of December 31, 2006, the Company's
internal control over financial reporting is effective based on those criteria.

The Company's independent registered public accounting firm, KPMG LLP, has issued an audit

report on management's assessment of the Company's internal control over financial reporting. This
report appears on page 55 of this report.
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Report of Independent Registered Public Accounting Firm = . = . 2

. . . .
. i .
[ PR [ L ’

The Board of Directors and Shareholders
El Paso Electric Company

We have audited the. accompanying .consolidated balance sheets of . El..Paso: Electric: Company ‘and
subsidiary as of December 31, 2006 and 2005, and the related consolidated statements of operations,
comprehensive operations,.changes in common stock equity, and cash flows for each of the years in the
three-year period ended December 31, 2006. These consolidated financial statements are the
responsibility: of the Company's management. Qur responsibility 'is to.express-an .opinion:on these'
consolidated financial statements based on our audits.

re biwa i o e Yo - . .
We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about.whether the financial statements are. free of material misstatement. Ansaudit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements.
An audit also includes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe 'that our
audits provide a reasonable basts for our opmlon :
In our opinion, the consolidated ﬁnancial statemems_referred to above present fairly, in all material
respects, the financial position of El Paso Electric Company and subsidiary as of December 31, 2006
and 2005, and the results of their operations and their cash flows for each of the years in the three-year
period ended December 31, 2006, in conformity with U.S. generally accepted accounting principles.

As discussed in Note D, effective December 31, 2005, the Company adopted Financial Accounting
Standards Board Interpretation No. 47, Accounting for Conditional Asset Retirements, and as discussed
in Note A, the Company adopted Statement of Financial Accounting Standards No. 123(R),
Share-Based Payment, effective January 1, 2006, and as discussed in Note K, the Company adopted
Statement of Financial Accounting Standards No. 158, Employers' Accounting for Defined Benefit
Pension and Other Postretirement Plans, effective December 31, 2006.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight
Board (United States), the effectiveness of El Paso Electric Company's internal control over financial
reporting as of December 31, 2006, based on criteria established in /nternal Control—Integrated
Framework issued by the, Committee of Sponsoring Organizations of the Treadway Commission
(COSO), and our report dated February 27, 2007 expressed an unqualified opinion on management's
assessment of, and the effective operation of, internal control over financial reporting.

KPMG LLP

Houston, Texas
February 27, 2007
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We have audited management's assessment, included- in the -accompanying Manageiment -Report on
Internal Control Over Financial Reporting, that El Paso Electric Company maintained effective internal
control over financial reporting as of December 31, 2006, based on criteria established in /nternal
Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commissions (COSO). ElPaso Electric Company's management is responsible for maintaining
effective internal control over financial reporting and for its assessment of the effectiveness of internal
control over financial reporting. Qur responsibility is to express an opinion on management's assessment
and an opinion on the effectiveness of the Company's internal control over financial reporting based on
our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether effective internal control over financial reporting was maintained in all
material respects. Our audit included obtaining an understanding of internal control over financial
reporting, evaluating management's assessment, testing and evaluating the design and operating
effectiveness of internal control, and performing such other procedures as we considered necessary in
the circumstances. We believe that our audit provides a reasonable basis for our opinion.

A company's internal control over financial reporting is a process designed to provide reasonable
assurance regarding the reliability of financial reporting and the preparation of financial statements for
external purposes in accordance with generally accepted accounting principles. A company's internal
control over financial reporting includes those policies and procedures that (1) pertain to the
maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and
dispositions of the assets of the company; (2) provide reasonable assurance that transactions are
recorded as necessary to permit preparation of financial statements in accordance with generally
accepted accounting principles, and that receipts and expenditures of the company are being made only
in accordance with authorizations of management and directors of the company; and (3) provide
reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use, or
disposition of the company's assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect

misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the -

risk that controls may become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.

In our opinion, management's assessment that El Paso Electric Company maintained effective internal
control over financial reporting as of December 31, 2006, is fairly stated, in all material respects, based
on criteria established in Internal Control—Integrated Framework issued by COSO. Also, in our
opinion, El Paso Electric Company maintained, in all material respects, effective internal control over
financial reporting as of December 31, 2006, based on criteria established in Internal Control—
Imegrated Framework issued by COSO. :
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We also have audited, in accordance with the standards:of the Public Company Accounting Oversight
Board (United States), the consolidated balance sheets of El Paso Electric Company and subsidiary as of
December 31, 2006 and 2005, and the related consolidated statements. of operations, comprehensive
operations, changes in common stock equity, and cash flows for each of the years in the three-year
period ended December 31, 2006, and our report dated February 27, 2007 expressed an unqualified
0p1[1101'l on those consolldated financial statements, | . \ ) '

Houston, Texas
February27 2007 S : R A I o,
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EL PASO ELECTRIC COMPANY AND SUBSIDIARY
CONSOLIDATED BALANCE SHEETS

ASSETS December 31,
{In thousands) 2006 2005
Utility plant:
Electric plant in Service.........occovevevvevecccere e cen e 3 1,958,787 § 1,913,196
Less accumulated depreciation and amortization .............c.o...... (799.579) (740,339)
Net plant in SEIVICE.....coviirieevirrirreirvener s esesesseveaes 1,159,208 1,172,857
Construction work in Progress. ... eieeneinsnierisnneesreeseeens 134,470 83,092
Nuclear fuel; includes fuel in process of $8,632 and
$6,990, reSPECtiVElY ..o e 66,261 66,516
Less accumulated amortization........ocooeveveeeeeeueeeeeeeeeeeeeeeeenenenns - (27.745) (30,768)
Netnuclear fuel ...t 38,516 35,748
Net utility plant...........cooviiiinniins e 1.332.194 1.291.697
Current assets:
Cash and temporary investments .........c..cccocoecerverierneeennn. e 40,101 7,956
Accounts receivable, principally trade, net of allowance for
doubtful accounts of $2,999 and $2,474, respectively ........ 86,730 76,006
Accumulated deferred inCome taXeS ........oveeeieviecvierreereerrereees 6,109 2,628
INVENLOTIES, 8L COSt.uviviiiiiiieiiisioseesinriiss s tstertetseeesteeeenesreea 31,390 28,553
Undercollection of fuel revenues.........cccvevvonioniveeiree e iieeireen 32,582 71,611
INCOME taXes TECEIVADIES .vvvvircreececee e ee s sans e 9,620 16,349
Prepayments and other...........cccooviiniinincee e 7.264 8,463
Total CUITENE ASSEIS .....eceeeeeecriiet et reeesaeenae 213,796 211,566
Deferred charges and other assets:
Decommissioning trust funds ..........c.cccovevevrnvreerenreennrerissensens 114,716 96,010
L] Do) o R v U S 35,013 26,050
Undercollection of fuel revenues, non-Cutrent ...........ceevenverens - 20,720
OHNET Lttt ettt ettt r e ere e ae et e e eennan 18,935 19.406
Total deferred charges and other assets..........covevvienne. 168.664 162,186
Total ASSetS..........ooviiiieicerece e s 3 1,714,654 § 1,665,449

See accompanying notes to consolidated financial statements.
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- -« .. :EL PASO ELECTRIC COMPANY AND SUBSIDIARY

corEe e es - "CONSOLIDATED BALANCE SHEETS (Continued) 'r

L : . S .I

. CAPITALIZATIO‘N‘AND LIABILITIES ) _ l‘)ecember‘.‘&l'. '

Ll . (In thou’s’ands) . ' 2006 - 2005 |

Capltahzatlon E .- Co T .

. Common stock, stated value $1,per s share 100,000,000 shares e e * '

7, authorized, 63,909,974 and 63,382,456 shares issued, and ' I

-£110,854 and 124,973 restricted shares, respectwely ................................ 5. 64,021 .8 . 63,507 {

Capital in excess.of stated value........ooovviviveicncic s 1oor 283,356 © 275,393 :

; Deferred and uneamed compensanon ............................................................ o 2,150 ¥

* -Retained Barnings......iococo e Faverinessrsesreresnssee e seesessaseransreneerenes 489 082 ' "4_?.[,632 :

Accumulated other comprehensive 1088, net 0f taX ....covvveerrrieieseneinienns . (18316) .(30,167) ];

ST . . 818,143 732,515 :

Treasury stock, 18 025,928 and I5 365,108 shares, respectlvely, at cost o { 23’8,468)' (176,076) |

, Common stock equity 3 O SO A " 579,675 556,439 i

" Long-term debt, ‘net of current portion ....... + 590,865 590,838 |

.. Financing obligations, net of current portion ..o e . 25268, 20,180 '3‘

Tolal Capllallzatmn....-...' .................................................................. 1,195,805 -+ 1.167.457 JI

- ’_ ., . ¥ H o ,.."_“. . . ) [ . oo A o Lo . i

Current Ilablhtles ' o i T A S T

* Current portion of long-term debt anid financing obhgatlons.......'..-..;...- ........ A 120,975 0 V121,727 i

" Atcounts payable; principally trade ........ccccoeverniveninnen, PR el S 42,892 f' (47,128 ;

» ;Taxes accrued other than federal income taxes ................. SR e o7 14506 " 16,021 i

Interest accrued.................... e re e et e aeeenreranrend SRR 0 USRS Lo 4,390 . 4,484

& OHRET oo ecaniasne oo s et - 28295- 24165 !

: Total current abilities .....ccccoviiiiiinice s et s 111,058 T 113,525

o ' EI

Deferred credits and other liabilities L . . '

Accumulated deferred income taxes.............c.ccoeveiinicccnninenn, S, 0 149,081 . 123,233 ]

Accrued postretirement benefit liability ......................... el 0T 85,435 105,084

.+, Asset retirement obligation.......;..oiiinn et o 73 267' 66,997 |

Accrued pension liability ........ ettt et na e rsnreeas DR SO 56,260 v 45952 '
Regulatory liabilities...........coooiiiiiciiiiccnne et - 15079, 15,817

OHRET 1.ttt sra et b bbb VRN ’ 27.769°" 27,384 \

Total deferred credits and other liabilities .................... . 1 ........ L0 407791 384467 :

M LLE ot ' I|

Commitments and contingencies ‘

. : .. J

: . . . L . |

. . Total capitalization and liabilities.......................... e & 1L714,654 31,665,449 '|

See accompanying notes to consolidated financial statements, ' .. S "o .-. i P ;
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EL PASO ELECTRIC COMPANY AND SUBSIDIARY

CONSOLIDATED STATEMENTS OF OPERATIONS

(In thousands except for share data)

See accompanying notes to consolidated financial statements.
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. P . : : - Years Ended December 31,
5 2006 . - 2005 2004
Operating revemues..........c.cvceneisinnnesne oo L 3 816,455 § 803913 § 708,628
Energy expenses .
Fuel... 213,356 262,870 194,424
urchased and mterchanged POWET 1oevverrirereneneenerens e 5 " 116,989 80,040 66,451
" 330,345 342910 260.875 -
Operating revenues net ofenergy EXPENSES......ueeeersivireeenereseisrennsnnns 486,110 461,003 . 447,753
Other operating expenses: oo . vy .
Other operations .....ccccvecvivirecieries s e sers e vt ] 191,504 . 178,287 173,536
Maintenance .. "60,044 '47,338 45,190
Depreciation and amomzatlon 68,446 82,468 © 93,372
Taxes other than income taxes.. 50,554 - 45,027 42,584
370,548 353,120 354,682
Operating iNCOME ..ot 115,562 107,383 93.071
Other income (dedugtions): : n '
Investmerit and interest income, net................ fevetr e ras . T 6,456 5,625- " 3,404
Loss on extinguishments of debt ... - - (19,561) {5,356)
Miscellaneous non-operating income................. _ - 861 1,121 859
Miscellancous non-operating deductions (3,589) (4, 186) {3,135)
3,728 (17.001) (4,228)
Interest charges (credits): : - . ‘ .
Interest on Iong-term debt and financmg obligations.............. - 35,652 40,762 49,168
Other interest .. o 1,092 - . 699 535
Capitalized mterest and AFUDC ............................................ {4,907) . (5,783) (3.427)
: 31.837 35,678 46,276
Income before income taxes, extraordinary item and o ’
cumulative effect of accounting change............cccvveinrenn, © 87,453 . 55,204 42,567
Income tax exXpense ... 26,066 18,589 9.198
" Income before extraordinary item and _ . ’
cumulative effect of accounting change..............colovereins 61,387 36,615 33,369
Extraordinary gam on re-application of SFAS No. 71, o . ' .
net of tax.. . ) 6,063 - 1,802
Cumulative effect nf accountmg change, net of tax .................. ~ (1,093) __ -
NetiNCOME ..o D 67,450 § 35522 § 35,171
Basic earnings (losses) per share: "
Income before extraordinary iterm and . .
cumulative effect of accounting change.......c.ccoocvvvenine $ L1298 0.77 § , 0.70
Extraordinary gain on re-application of SFAS Ne. 71, ’ . -
NEL OF TAX 111t crree et s bt 0.13 - 0.04
. Cumulative effect of accounting change, net of tax ............... . - . {0.02) -
INEt HICOMIE ..ot er e $ 142 § 075 § 0.74
Diluted earnings (losses) per share: ‘ )
Income before extraordinary item and L :
cumulative effect of accounting change ..................... e ¥ 1278 0.76 $ 0.69
Extraordinary gain on re-application of SFAS No. 71,
net of tax... 0.13 - 0.04
Cumulative cffect of accounlmg change net oftax — ot 0.02) =
Net i income. .8 140 3 074 § 0.73
Welghted average number of shares 0utstandmg oo = A7,663,890 " 47,711,894 47,426,813
Weighted average number of shares and *
dilutive potential shares outstanding ...t 48,164 067 - 48,307,910 48.019,721
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EL PASO ELECTRIC COMPANY AND SUBSIDIARY

COI;ISOLIDA'I?ED STATEMENTS OF COMPREHENSIVE OPERATIONS

(In thousands) -
[P | A L

IR FEER IR FRA
i . . A [ WL SN b1t L beoowat T Wi .
o N T SR PR PR R T Lo
7 T ooy _Years Ended December 31,
2006 2005 2004
Net income ................. s e $ 67,450 8 35522 78 35,171
Other comprehensive income (loss): ' ‘ - .. .o
Minimum pension liability adjustment .............. e 16,923 (6,128) (413
Net unrealized gains (losses) on marketable ‘ ‘ et ’
securities: o
Net holding gains (losses) arising . R .
T duning period... ..o 8,473 (1,795) 351
Reclassification adjustments for net K I
(gains) losses included in net income .........ccccovcrnnene 993 (564) " o (425)
Net gains (losses) on cash flow hedges: - C ) :
Gains (losses) arising during period..........ccooecureeineneennnn. - (22,439)° — ...,
. Reclassification adjustment for interest - . . ,
expense inctuded in net income ..o Lo . 263 143 . . -
Total other comprehensive income . . ' e
(088) before iNCOME AXES ....c.ovecrrerereierrecrenrareenisiiiens 26,652 (30.783) {1,487y
Income tax benefit (expense) related to items - - ‘
of other comprehensive income (loss): P KA
Minimum pension liability adjustment............ e {6,348) 2,299 .. - 532
Net unrealized gains (losses) on ! : :
‘marketable securities..........cooeinicneinc {1,893) 4727 15
Gains (losses) on cash flow hedges......c..covevvvcrvnrivenrcni {99) . 8398 - -
Total income tax benefit (expense).....o e vveeeencen e {8.340) 11,169 . 547
| . .
Othér éomprehénsive income (Ioss),‘;iet : ‘ Co -
OF BAX ..ottt 18312 (19,614) . (940)
Comprehensive income ...t b § 85762 $  15908. §_ 3423)
See accompanying notes to consolidated financial statements. '
S
1 ) '
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EL PASO ELECTRIC COMPANY AND SUBSIDIARY
CONSOLIDATED STATEMENTS OF CHANGES IN COMMON STOCK EQUITY

,(In thousands except for share data)

‘ s . L i Accumulated
" Capital L Other Total
* in Excess Deferred and Comprehensive Common
Common Stock of Stated Unearned Retained Income {Loss), Treasury Stock Stock
Shares . _Amount _ Value ~ Compensation Earpings _ Netof Tax Shares Amount Equity
Batances at December 31,2003 ....... 62,633,752 % 62,633 $264,235 § (878) $ 350,939 § (9,613) 15,070,266 $ (171,548) $ 495,768
Grants of restricted common ' . i
SIOCK .o s 56,413 56 756 812y -
Deferred compensation-restricted . Sy ' -
stock and performance shares... & . 2,804 cee »
Stock awards withheld for taxes... {12,753) (12) (160) ot -
Forfeitures of restricted common ,
SEOCK ceereeer e cr e (1,074 (D (12) 13 .
Deferred taxes on stock incentive . ! '
BlAN oo errsssri it i A (409) ¢ i
Stock options exercised.... 91,842 92 981 . e
Adjustment to federal valuation ) P -, .
AlIOWANCE. .vevvevereiererseseesenesenne 3,380 . o , e
Net iCOME .ovvvviviviiiiiiiiininnis ECAY) U I
Other comprehensive 1088 ........i * P _(940) )
Treasury stock acquired, at cost... : el L 294,842 {4,528)
" Balances at December 31,2004 ..5... 62,768,180 ‘62,768 268,771 1,127 386,110, - .7 +(10,553) 15,365,108  (176,076)
Grants of restricted common ' ’ ) o . oLt
StOCK oot 104,907 105 1,870 (1,975) . :
Deferred compensation-restricted . . h '
stock and performance shares... . 2,926 " b ) '
Stock awards withheld for taxes... (7.907) (8) (144) AT
Forfeitures of restricted common S ’ ' : Lt .
SEOCK coecerecriein e {4.251) “) (68) 72 .
Deferred taxes on stock incentive. - -
PlaN. ey . - 170
Stock options exercised................ T 646500 T 646 4,794 : ’ et C A
© Netincome ....oocvvevvcveeeeeessnennenes . . : 35,522 . - |
Other comprehensive 10ss ............ - (19.614)
Balances at December 31, 2005 ....... 63,507,429 63,507 275,393 2,150 421,632 v (30,167} l5,36l5,108 (176,076)
Reclassification adjustment upon ) ’ : ’
adoption‘of SFAS No. 123r..... K 2,150 {2,150)
Restricted commeon stock grants’* . ' .- (R )
and deferred compensation....... 77054 77 1,317
Performance share awards............ 68425 69 1,371 - o e Ve
Stock awards withheld for taxes... (28,640) (29 (573)
Deferred taxes on stock incentive
1 F: 1 ' 955
Stock options exercised ................ 396,560 397 2,743
Net inCOme ..ovoveerreeeeeeeeee el 67,450
Other comprehensive income....... 18,312
SFAS No. 158 adoption, net of
tax of 33,879 i {6,461)
Treasury stock acquired, at cost ... 2,660,820 (62,392)

Balances at December 31, 2006 .......

£4020828 § 64,02] *§283.356

See accompanying notes to consolidated financial statements.
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EL PASO ELECTRIC COMPANY AND SUBSIDIARY .

CONSOLIDATED STATEMENTS OF CASH FLOWS'
(In thousands)

Years Ended December 31,

) . 2006 . 2008 2004
Cash Flows From Operating Activities: .
Net income . : v 9 167,430 8 35522 % 35,171
Adjustments to reconcnle net income to net cash prowded t s o '
by operating activities: : -
Depreciation and amortization of electric plant in service.......ocnieennnn 68,446 82,468 © 93,372
Amortization of nuclear fuel .. : 15,387 15,575 17,226
~Extraordinary gain on the re-apphcatlon of SFAS No 71 net of tax ......... (6,063) - (1,802)
Cumulative effect of accounting change, net of tax.. - . 1,093 -
Deferred inCOME tAXES, NEL...cceurerrrerrcrrereerenssincsserscnsin ¢ 2720214 ' 25286 401
Loss on extinguishments of debt... - - 19,561 | 5,356
Other amortization and accretion.. 12,945 » l 1,961 10,851
Gain on sale of assets., A e ——— (766) (432) (249)
Other operating act1v1t|es (2,502) - (110). {414)
Change in: . . . oo Y e T ' L .
Accounts recelvable (10,724) (5,296) (4,121)
Inventories .. om0 (2,792) L, (758) . 6
Net recovery (deferral) of fuel revenues.. . 59,749 (73,549) " (16,453)
‘Prepayments and other ... (1,547) (174) (1,787)
Accounts payable... . (3,858). - 13,513 14,418
Taxes accrued other than federal income taxes ........................ ) 2,325 302 . o 552
Interest BCCTUR oovivrieice et .. (94) . L {9,125) (1,097)
Other current liabilities ....... 1750 T8 (2,663)
Deferred charges and credits........ (2.164) (7.840) (6.126)
. Net cash provided by operatmg actwmes : 217.781. * 107.446 .+ 142,641
Cash Flows From Investing Activities: : .
Cash additions to utility propeny, piam and equ1pment (103,182) .(88,263) (72,092)
Cash additions to nuclear fuel............ccooeveee " ! (17,602)"‘: " (15,888) “'(15,828)
Proceeds from sale 0f 85618 ..o e e 992 1,992 249
Capitalized interest and AFUDC: o e A -
Utility property, plant and equlpment ettt et na et stsnns (4,238) (5,330) (3,144)
Nuclear fuel... . (669) (453) (283)
Decommlssmnmg trust funds: T : ‘ : T o
Purchases, including funding of $6.7 million, $6.2 mllhon and
- $5.9 mllllon respectlvely (106,403) - - ~-,-(42,381) (44,640)
Sales and maturities .. 098,085 . 33,451 36,434
. Other investing actlvmes 867 (1,671) (2.019)
Net cash used for mvestmg actlvmes *{132.150) ° (118,543) © (101,323)
Cash Flows From Financing Activities: . )
Procéeds from exercise of stock OPHONS ....oovvvvcivervirnsrevesreeersesneese b o s, 3,140 - .. 43,440 . 1,073
Repurchases of treasury stock .. (62,392) - {4,528)
Settlement on derivative mstruments cla551ﬁed as cash flow hedges {(22,439) -
Proceeds from issuance of long-term notes payable............oo oo el b, = - * 397,688 ’ -
Repurchases of and payments on first mortgage bonds - (381 847) T (41,048)
- Polhition control bonds: .. . T G R .
PIOCEEAS ..ottt see et ensensns e re s ses e s e se st sesnesamsensens e nesnes - ]93 135 -
Payments... . - (193,135) -
Financing obllganons )
Proceeds... 20,373 " 18,138 17,123
-Payments... rreeererern ) (16,040) (17,427) (18,102) ~
Other ﬁnancmg activitics... . 1.433 (9,901) (861)
Net cash used for ﬁnancmg actlvmes (53.486) (10.348) (46,343)
Net increase (decrease) in cash and temporary mvcstments ......................................... " 32,145 - (21,445) (5,025)
Cash and temporary investments at beginring of period .................................. 7.956 29.401 34,426
17,956 3 29,401

Cash and temporary investments at end of period ............cocoevrvevecncicane, S b 40,101
See accompanying notes to consolidated financial statements, ' .
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EL PASO ELECTRIC COMPANY.AND SUBSIDIARY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

A. - Summary of Significant Accounting Policies

General.* El Paso-Electric Company is"a'public utility engaged in the generation; transmission
and distribution of electricity ‘in an area of approximately 10,000 square miles in west Texas and
southern New Mexico. El Paso' Electric ' Company also serves wholesale customers in Texas and
periodically in the Republtc of Mexnco ‘ ‘ '

Przncrpler of Consolidation. 'The consolidated financial ‘stitements include the accounts of
El Paso Electric Company and its wholly-owned subsidiary, MiraSol Energy Services, Inc. ("MiraSol")
(collectlvely, the "Company") MiraSol, which began operatlons as a separate subsidiary in March
2001, provided energy efﬁcrency products and services prevrously provrded by the Company's Energy
Services Business Group. On July 19, 2002, all sales activities of MiraSol ceased. MiraSol remains a
going concern in order to, satisfy current contracts and warranty and service obligations on prev1ously
mstalled projects. See Note 1. All intercompany transactions and balances have been eliminated in

consolidation. . ‘ - e R '

Use of Estimates. The preparation of financial statements in conformity with generally accepted
accounting principles requires management to make estimates and assumptions that affect the reported
amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of the
financial statements and the reported amounts of revenues.and- expenses during the reportmg penod
Actual results -could dlffer from those estimates. - Co oo - g

- Basis of Presentation. The Company maintains its accounts in-accordance with the Uniform
System of Accounts- prescrnbed by the F ederal Energy Regulatory Commlssmn (the' “FERC")

Apphcatron of SFAS No. 71 Regulated electnc utilities typlcally prepare their financial
statements in “accordance with SFAS No. 71, ‘"Accounting for the Effects of ‘Certain Types of
Regulation.” Under this accounting standard, ceftain recoverablé costs are shown as either assets or
liabilities on a utility's balance sheet if the regulator provides assurance that these costs will be charged
to and ¢ollected from the utility's customers (or has already permitted such cost recovery). The resulting
regulatory assets or liabilities are amomzed 1n subséquent periods based upon ‘their respective
amortization pefiods in a utility's cost of service.” The' Company ‘did not apply SFAS No. 71 to the
Company's financial statements upon emerging from bankruptcy. This decision was based on the
Company's determination that the Company’s rates were 1o longer de51gned to recover the Company's
costs of provrdmg service to customers. . _ ‘

Dunng 2004, the Company determmed that it met thé ¢riteria necessary t6 re-apply SFAS No. 71
to the Company's Néw Mexico jurisdictional operations. Two key events transpiréd in New Mexico that,
when considered.together, resulted in the Company's decision to re-apply SFAS No. 71. In-April of 2004,
the Company received a final order approving a unanimous stipulation which established new base and
fuel rates for the Company's New Mexico customers which were implemented June |, 2004. The
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EL PASO ELECTRIC COMPANY AND SUBSIDIARY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Company's approved rates were based upon the Company's.costiof providing service in New Mexico.
That event, coupled with the repeal of New Mexico's electric utility industry restructuring law in April
of 2003, resulted in the Company -meeting the criteria for the re-application- of SFAS-No.71 to
New Mexico, , beginning July 1, 2004. The, re- apphcanon of SFAS No.71 to the Company's
New Mexico _]UflSdlCtlon resulted in the recordmg in 2004 of $18.5-million of regulatory..assets,
$5.0 million in related accumulated deferred income tax assets, $16.2 million. of . regulatory_llabll:tles
$5.5 million in related accumulated deferred.tax liabilities and a $1.8 million extraordinary gain, net of
tax, or $0.04 basic and diluted earnings per share. .
The Companys Texas _|ur|sd1ct10n had been operatmg under a rate freeze which explred on
July 31, 2005 In July 2005 the Company entered into a new rate agreement with the City of E! Paso
("Clty Rate Agreement") Under the City Rate Agreement most retail base rates remain at their current
level for the next fi ve years: If, during the term of the agreement the Company's return on equity falls
below the bottorn of'a defined range, reﬂectmg regulatory refurns on equity, the Company has the tight
to initiate a rate"case and seek an adjustment to base ratés. If the Company s Teturn onequity exceeds
the top of the range, the Company will refund, at the City's direction, an amount equal to 50% of'the
pre-tax return in excess of the ceiling. The City Rate Agreement required the approval of the Texas
Commission to :mplement thé'fuel related provisions of the agreement includinig the-sharing of 25% of
off-system sales margins with customers through-the Company's ﬁxed fuel factor Cot
. o , te L i - ’ : P
= On December 8, 2006, the Texas Commission issued a final order approving the fuel. related
provisions of the City Rate Agreement and extending the.rate freeze and earnings shéring provisions.of
the agreement to all customers in Texas based upon settlements with parties to the proceeding. Based
upon the City, Rate .Agreement and. order of the Texas Commission extending the agreement to all
customers in Texas, the Company.,determined that,the Company's Texas jurisdiction meets the criteria
for the re- apphcatton of SFAS No. 71 to the Company’s Texas ]uI‘lSdICtlon as of December 31, 2006.

The re- appllcatlon of SFAS No. 71 to the Company s Texas _]Ul’lSdlCthﬂ recogmzes that changes
in the Company's cost structure result in the Companys rates fully recovering the Company's cost of
providing, service, and the margin shanng provisions of the rate agreement, provnde for contmued
recovery of the Companys costs of prowdmg service during the rate freeze perlod In addmon the
adoption of a rule by the Texas Commrssron in October 2004 results in an indefinite delay in. retall
competition in the Companys Texas service, temtory and the contmued regulation of the Companys
retail rates by the City and Texas CommlsSmn : o Do W,

As a result of the 're-'application of SFAS No. 71 to the Company's Te‘xas jurisdiction, at
December 31, 2006, the Company has recorded regulatory assets of $9.6 million, related accumulated
deferred income tax liability of $3.5-million, and recognized an extraordinary gain .of $6.1 million, net
of tax. Regulatory ass,etsfrecorded as of December 31, 2006 are ‘currently being recovered through'the
Texas fixed fuel factor.” Other regulatory assets-and liabilities will be recorded when. recognized-in
Texas rates. Effective. with the re-application of SFAS. No. 71 and in.accordance with regulatory

) . K ' : oLt
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EL PASO ELECTRIC COMPANY AND SUBSIDIARY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

accounting requirements, the Company will include an allowance for equity and borrowed funds used
durinig construction as a cost of construction of electric plant in service. The allowance for equity:funds
used- during..construction will be récognized :as income and the allowance for borrowed funds used
during . construction will -be shown as capitalized interest charges in the Company's statement of
operations. Prior to the re-application of SFAS No. 71, the Company capltahzed interest costs in
accordance with SFAS No. 34, "Capitalization of Interest Costs.” T : ;

N
1

Comprehensive Income. Certain gains and losses that are not recognized currently in the
consolidated ‘statements of operations are reported as other comprehenswe incomé in accordance w1th

SFAS No. 130, "Reportmg Comprehensive Income." " ! !

Utility Plant, Depreciation is p'rovided ona straight-linebasis over the estimated remaining lives
of the assets (ranging from'5 to 31 years), except for approximately $298 million of reorganization value
allocated primarily to'nét transmission, distribution and general plant in service. This amount was
depreciated on a straight-line basis over the ten-year period of the Texas Rate Stipulation which ended
in July 2905.“For all other utility plant, Texas and New Mexic'o depreciation lives are the same. '

. The Company charges the cost of repairs and minor replacements to the appropriate operatmg
expense accounts and capitalizes ‘the cost of renewals and’ betterments. When property subject to
composrte depreciation is retired or otherwise disposed of in the normal course of business, its original
cost — together with the cost of removal, less salvage —'is charged to accumulated deprec1at|on For
other property dispositions, the applicable cost and accumulated depreciation is removed from ‘the
balance sheet accounts and a gain or loss is recognized.

The cost of nuclear fuel is amortized to fuel expense on a units-of-production basis. A provision
for spent fuel disposal costs is. charged to expense based on requ1rements of the Department of Energy
(the "DOE") for dlsposal cost of approximately one- -tenth of one cent on each kWh generated. The
Company is also amomzmg its share of costs associated with on-site spent fuel storage casks at
Palo Verde over the bum period of the fuel that will necessitate the use of the storage casks. See
NoteC o S . . -

Imparrmem of Long-Ltved Assets In accordance with SFAS No 144, “Accountmg ‘for the
lrnparrment or . Disposal ,of Long-Lwed Assets," long lived assets ‘such as property, plant and
equipment and purchased intangibles. subject to amomzatlon are revnewed for impairment whenever
events or changes in circumstances indicate that the carrying amount of an asset may not be recoverable
Recoverability of assets to be held and used is measured by a comparison of the carrying amount of an
asset to estimated undiscounted future cash flows expected to be generated by the asset. If the carrying
amount of an asset exceeds its estimated undiscounted future cash flows, an impairment charge is
recognized for the amount by.which the carrying amount of the asset exceeds the fair value of the asset...

L [ , ey
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-Capitalized Interest. The Company capitalizes interest cost to construction work in progress and
nuclear fuel in process in accordance.with SFAS No. 34, "Capitalization of Interest Cost” for.its Texas
jurisdictional operations prior to December 31, 2006. For its New Mexico jurisdictional operations, the
Company capitalizes interest and common equity costs to construction work in progress and nuclear fuel
in process in accordance with the FERC Uniform System of Accounts as provided for in SFAS No. 71.
The amount of the equity component of the AFUDC capitalized to construction work in progress was
$0.9 million for the years ended December 31, 2006 and 2005.

Asset Renremem Oblzgatzon The Company complies with SFAS No. 143, "Accounting for
Asset Retirement Obligations SFAS No. 143 sets forth accounting requirements for the recognition
and measurement of liabilities associated with the retirement of tangible long-lived assets. An asset
retirement obligation ("ARO") associated with long-lived assets included within the scope of SFAS
No. 143 is that for which a legal obligation exists under enacted laws, statutes, written or oral contracts,
including obligations arising under the doctrine of promissory estoppel. Under the statement, these
liabilities are recognized as incurred if a reasonable estimate of fair value can be established and are
capitalized as part of the .cost of the related tangible long- lived assets. The' Company records the
increase in the ARO duc to the passage of time as an operating expense (accretion expense). Effective
December 31, 2005, the Company adopted FASB Interpretation No. 47, "Accounting for.Conditional
Asset Retirement Obligations," ("FIN 47"). FIN 47 clarifies that the term "conditional” as used in SFAS
No. 143, refers to a legal obligation to perform an asset retirement actiwty even if the timing and/or
settlement are conditional on a future event that may or may not be Wlthm the control of an entity. See
Note D.

Cash and Cash Equz‘valenis. All temporary cash investments with an original maturity of three
months or less are considered cash equivalents.

‘Investments. The Company's marketable securities, included in decommissioning trust funds in
the balance sheets are reported at fair market value and consist prlmarlly of equity ‘securities and
municipal, federal and corporate bonds in trust funds established for decommlssmnmg of its interest in
Palo Verde. Such marketable securities aré classified as "available-for-sale" securities and, as such,
unrealized gains and losses are included in accumulated other comprehensive income as a scparate
component of common stock equity. However, if declines in fair value of marketable securities below
original cost basis are determined to be other than temporary, then the decline$ aré reported as losses in
the consolidated statement of oOperations and a new cost basis is established for the affected securities at
fair value. Gains and losses are determined usmg the cost of the securlty based on the specn‘ic
|dent|ﬁcation basns See Note M. !

- i . - .

Derivative Accounting. The Company complies with SFAS No. 133, "Accounting for Derivative
Instruments and Hedging Activities," as amended by SFAS No. 149, "Amendment of Statement 133 on
Derivative Instruments and Hedging Activities," including any effective: implementation. guidance
discussed by the FASB Derivatives Implementation Group. This standard requires the recognition of

67




EL PASO ELECTRIC COMPANY AND.SUBSIDIARY
NOTES TO'CONSOLIDATED FINANCIAL STATEMENTS

derivatives as either ‘assetsior liabilities in'the balance sheet with measurement of those instruments ‘at
fair value. Any changes:iin -thefair: value .of: these: instruments are rrecorded. in earnings or .other
comprehenswe income. See Note M.

ot ‘ot b l‘-";“" St et P on e ) . o

- i

-+ wInventories!.Inventories; primarily parts, materials; supplles fuel oil and natural gas are stated at

1

average cost not-to-exceed recoverable cost: o o w0 L e i
O g EIC T Tt Y L) SR ITEN SO I N 1Y o R e I A
Operating Revenues: Net of Energy Expenses The -Company- accrues revenues*for services
rendered, including unbilled electric service revenues. Energy expenses are stated at actual cost
incurred. The Company's' Texas' retail- customers arc’presently” being billed under a fixed fuel factor
approveéd? by’ the Public-Utility “Comrhission of ‘Texas' (*Texas ‘Commission"). The Company's
New:Mexico' retail customier$ are being billed under base rates-and a fuel adjustment clause which'is
adjusted monthly, as approvéd by the New Mexico Public Regulation Commission ("NMPRC)» The
Companys recovery of energy expenscs in thesé jurisdictions is- subject to-periodic reconcilidtions:of
actual éiiergy expenses incuired to actiial fiiel- revenues collected. The difference betweeneneigy
expenses incurred and fuel! revenues charged to the Company's Texas and New Mexico custoni€rs; as
determined undér-Texas Cothinission and NMPRC rules; is-réflected as net over/undercollection of fiel
revenues 'in the consolidated balance sheets. Sée Note B."Amounts not expected to' be collectéd w1thm
the next twelve months are classified as "undercollecnon of fuel revenues, non- cutrent.” -« © " 0 1o
: e O A TR S L ST B A
i-" v Unbilléd Revéiiiés. Accounts receivable include accrued unbllled revenues of $18.0 million and
$l6 4 million at December 31 2006 and 2005 respectwely S : S '

o & L B . * .
S ERCRTERN Pttt T b u.,.,'...t,,

Allowance for Doubtful Accounts Additions, deductions and balances for'“4ltowance “for
doubtful accounts for 2006 2005 and 2004 are as_ follows (m thousands)

T oy = '.-_-'. i, 0 ' P PV S I TR {. PO B LA
S A 72006 i 2005 2004 @
Vb LT R B L T ST
Balance at beginning of year................... TS B 2 474 e $ 3,071 *°$ 3,470 - -
Additions: .
Charged to’ costs and: expense ....... 3454 2,527 1,999
Recovery of prévious write- OffS 4 e 1,062 1,195 1,422
Uncollectible receivables written:off........... 3.991 4319- . 3820 ..., .
Balance at end of year......... et B 2,999 $.2474 .$ 3071 o

v R sl : g T
Income Taxes. The Company accounts for federal and state income taxes under the assettand
liability method of “accounting for income taxes.” Under -this method, deferred .income taxe$ are
recognized for the estimated future tax consequences of "temporary differences” by appliiing enacted
. Statutory tax rates for each taxable jurisdiction applicable to future years to differences: between the
 financial statement’ carrymg amounts and the tax basis of existing assets and liabilities. The Company
records a valuation allowance to reduce’its deferred tax assets to the extent it'is more likely than not that
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such-deferred tax assets will not be realized.. The effect on deferred tax assets-and liabilities of a-change
in tax rate is recognized in income in the period that includes the enactment date. « - ' .

Earnings per Share. Basic eamings’ per share is computed by dividing net income by the
weighted average number of shares outstanding. Diluted earnings per share is computed by dividing net
income by the weighted average number of shares and the dilutive .impact -of the.sum of -unvested
restricted stock, performance shares, and the stock options that were outstanding during the period with
the amount of outstanding options calculated by using the treasury stock method C A

Stock Based Compensanon The Company has two stock based" long—term incentive plans
Effective January 1,.2006, the Company-adopted SFAS No. 123 (revised) "Accounting for Stock-Based
Compensation,” which requires a public entity to measure the cost of employee services received in
exchange for an award of equity instruments based on the grant-date fair.value of the award (with some
limited exceptions). Such cost will be recognized: over the period during which an employee is required
to provide service in exchange for the award (the "requisite service period") which typically will be the
vesting period. Compensation cost is not recognized for.anticipated forfeitures prior to vesting of equity
instruments, SFAS No. 123 (revised) applies to all awards granted after January 1, 2006 and to awards
modified, repurchased or cancelled after that date. Additionally, compensation cost for outstanding
awards for which the requisite service has not been rendered as of January-1, 2006 shall be expensed as
the requisite service is rendered on or after such date. The compensation cost for that portion of awards
shall be based on the grant-date fair value of those awards as calculated for pro forma disclosure under
SFAS No. 123. SFAS No. 123 (revised) replaces SFAS No. 123, ."Accounting for Stock — Based
Compensation,” and supersedes APB 0p1mon No. 25, "Accountmg for Stock Issued to Employees and
related interpretations, See Note E. . Co D -

S U

If compensation expense ‘for the incentive plans had been amornzed ona stra1ght line basrs over
the vestmg period, consistent with the provisions of SFAS No. 123 (revised), the Company's net
earnings and earnings per share for 2005 and 2004 would have been reduced to the proforma amounts
presented below (int thousands, except for per share data):

- Years Ended December 31, -

o 2005... _ . 2004
Net income, as reported ...........cc............ I S '35,522 § 35, 171
Deduct: Compensation expense, net of tax..... : 806 o 894
Pro forma net income:........cccoceieinicciineninnnen. S 34,716 § 34,277
Basic earnings per share: o L 1 -
- Asreported...i.oieriiienens SEROT VORI s S 075 0% .. - 074 -
- Proforma ... seene eveeernpirenggeeenniniee 4+ e o 073 0 072
Diluted earnings. per share: P T N T
As reported.........oeinee. rereeeenits s reevenens L 2074 00 073 . L
Pro fonna.....l:...'...;.‘ ...... . ORI ' .- ' "'0.7% .o 0T , .‘3:‘
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Prior 'to the adoption of' SFAS No. 123 (revised), the Company presented all tax bénefits for
deductions resulting from the exercise of share-based*¢ompensation as operatmg -cash flows in the
‘Condensed Consolidated Statement of Cash Flows. SFAS No. 123 (revised) requires the benefits of tax
deductions in excess of the taxes expensed-on recogmzed compensatlon cost to be reported as ﬁnancmg
cash flows. L T

Other New Accounting Standards. In September 2006, the FASB issued SFAS No.. 157, "Fair
Value Measurements.” SFAS No. 157 defines fair value, establishes a framework for measuring fair
value in generally accepted accounting principles and expands disclosures about fair value
measurements. SFAS No. 157 modifies other accounting pronouncements that require or permit fair
value measurements and does not require any new fair-value measdreménts.: This statemént is effective
for financial statements issued for fiscal years beginning after-November 15, 2007, and interim periéds
within those fiscal years. The Company does not believe SFAS. No. 157 will have a 51gn1ﬁcant impact
on the Companys COﬂSO]ldated ﬁnan01al statements Pl g e :

In June 2006, the FASB 1ssued FASB Interpretatlon INo 48 ("FIN 48") "Accountmg for
Uncertainty in Income Taxes — an interpretation of FASB Statement No. 109." FIN 48 clarifies the
accounting for uncertainty in income taxes recognized in the financial statements in accordance with
SFAS No. 109, "Accounting for Income Taxes." FIN 48 prescribes a recognition threshold and
measurement attribute for the financial statement recognition and measurement of a tax position taken or
expected to be taken in a tax return and provides guidance on derecognition, classification,-interest and
penalties, accounting -in interim periods, disclosure and transition.: - FIN 48 is effective for fiscal years
beginning dfter December 15; 2006. The Company will adopt the provisions of this interpretation in the
Company's financial statements for'the fiscal year beginning January 1, 2007. The Company does not
believe FIN 48 will have a 51gn1ﬁcant 1mpact on the Company s consolldated ﬁnancml statements b

In September 2006, the SEC Staff issued Staff Accountmg Bulletin No: 108 ("SAB No. 108")
"Considering the Effects of Prior Year Misstatements when Quantifying Misstatements in the Current
Year Financial Statements." SAB No. 108 requires the use of two alternative approaches in

quantitatively evaluating materiality. of misstatements: 1f the misstatement as quantified under either -

approach is material to the current year financial statements, the misstaternént must be corrected. If the
effect of correcting the prior year misstatements, if any, in the currént year income statement is material,
the prior.year financial statements should be corrected. SAB No..108'is effective for fiscal years ending
after November 15, 2006. The Company adopted the provisions of SAB No. 108 in the fourth quatter of
2006 and it did not affect the Company's consolidated financial statements.
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Pension and Postretirement. Benefit Accounting, For a full. d:scussnon of the Company's
accounting pollc1es for its employee benefits. -See Note K.- . ‘
l ,' -~ [ R ! I
, Reclassgf cation. Certam amounts in, the consolldated ﬁnanc:lal statements for 2005 and 2004
have been reclassified to conform with the 2006 presentation, v

1

B" ‘ Regulatlon I'P- s . ": ‘-" . “i -[j f( '.i".: lJ"i'. o T i ;.r:.l‘;{“ L e - o}
‘ B B L S O TFY AT I S O S veenade e
General G R L R L T P Y A Lo

IR ¥ P St Y ey i i .’ B f ,, -t .
o The rates and services of the Company are regulated,by- 1ncorporated mumclpahtles in Texas the
Texas Commission, the 'NMPRC, and-the FERC. ; The Texas Commission and the NMPRC have
jurisdiction to review municipal-orders,.ordinances; and, utility agreements regarding rates and services
within their respective states and over certain other activities of the Company., The 4FERC  has
jurisdiction over the Company's wholesale transactions. The decisions of the Texas Commission,
NMPRC and the FERC are subject to judicial review. .. . - . . v
P HA I o o A . Tt

TexasRegulatoryMatters S SRS RETE

Texas F veeze Period and Franchlse A greement On July 21 2005 the Company entered into an
agreement with the City (the "City ;Rate Agreement"),to extend its existing freeze period for an
additional. five years expiring ‘June 30, 2010 (the."Texas. Freeze Period"). Under the City; Rate
Agreement which became effective as.of July 1, 2005, most retail base rates will remain at their current
level through June:30, 2010. If, during the term of the agreement, the Company's return on equity - falls
below the bottom ‘of a defined range, therCompany has the right to.initiate a rate case and seek an
adjustment to base rates. If the Company's return on equity exceeds the top of the range, the Company
will refund, at the City's direction, an amount equal to 50% of the pre-tax return in excess of the ceiling.
The range is market-based, and-at current rates, would be a. range of approx1mately 8.3%to 12.3%..

Pursuant to the City Rate Agreement, the Company: w1ll share with 1ts Texas customers 25% of
off-system sales margins and wheeling revenues. ‘Under the prior rate agreement, the: Company shared
50% of off-system sales margins and wheeling revenues with Texas customers. A -request for approval
of the off-system sales and wheeling revenue sharing provision was filed with the Texas Commission in
January 2006 ("PUC-Docket No. 32289"). . On December 8, 2006, the Texas Commission-approved the
margin sharing provisions of the City Rate Agreement in PUC Docket No. 32289 pursuant to settlement
agreements in that docket.
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In PUC Docket No. 32289, the Company entered into settlement agreements with the Texas
Commission Staff, a large-industrial customer, the City, Texas. Ratepayers-Organization to Save Energy,
and the Office of the Attorney General of the State of Texas (the."State") which-(i).extended the rate
freeze to all customers in Texas; (ii) extended the earnings sharing provisions to all customers in Texas;
(iii) expanded the Company's support of low-income energy-efficiency programs; and (iv) provides that
after, the expiration of -the City -Rate Agreement, the Company will treat .wheeling revenues and
expenses associated with non-native load in a manner consistent with then-existing Texas Commission
rules and other substantive -and procedural law. .In addition, the agreement with the State provides for
the Company to-share 90% of off-system sales. margins with customers after the end of the.City,Rate
Agreement .on June 30, 2010 through June 30, 2015. This provision is not.binding on-the Texas
Commission, or other settling parties. In addition, the.Company agreed that upon the expiration .of the
City Rate Agreement,.it would file a full base rate case with the Texas Commission-and the applicable
cities having original jurisdiction if requested to do so-by the Texas Commission staff, the City, the State
or the, Texas Office of Public Utility Counsel. The: Company also retained the right to voluntarily file a full
base rate case. The Company currently ant101pates that it wrll need base rate.relief in that time frame.

, Under the terms of the Clty Rate Agreement the Company has commltted to spend at least 0 3%
of its El Paso revenues on civic and charitable causes within the City. .The ,Company and the City also
engaged, at the Company's expense, the services of an independent consultant to review the
reasonableness of certain operating expenses of the Company.. In June 2006, the consultant issued its
report stating that such expenses were reasonable and, as a result, the City Rate Agreement remained in
full' force and effect. The City- Rate Agreement may. also be reopened by the City-in the event of a
company, merger-10 seek rate reductions based on post-merger, synergy savings. o,

The C1ty also granted to the Company a new 25- year franchise which became effectrve
August 2, 2005 and mereased franchise fee payments from 2%, to 3.25% of gross recelpts earned w1thm
the City limits. The franchlse governs the ' Company's usage of C1ty—owned property, and the payment of
franchise fees. In August 2005, a dlspute rose, over the timing and characterlzatron of past and future
franchise fée payments to the City. The Company has, contmued to make payments in accordance w1th
the terms of the agreement while parties, discuss a resolutlon of thrs issue. The Company does not
belleve that such resolutron w1ll have a material adverse 1mpact on its results of operatlons or ﬁnanelal
condltron Cr e

r N Lo, "t '

Fi uel and Purchased Power Costs. Although the Company s base rates are frozen urider the City
Rate Agreement pursuant to Texas Comm1ssron rules and the Crty Rate Agreement the Company s fuel
costs including purchased power energy costs are passed through to its customers. " In January and July
of each year, the Company can request adjustments to its fixed fuel factor to more accurately reflect
projected energy costs associated with providing electrlcrty seek recovery of past undercollecnons of
fuel revenues, and refund ‘past overcollectlons of fuel revenues. All such fuel revenue and expensé
activities are subject " to penodrc final” review by the Texas "Commission” in fuel reconciliation
proceedings. Pursuant to Texas Commission rules the Company must ﬁle a fuel reconerllatlon for the
three-year period ending February 28, 2007 by August'31, 2007. '
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++0n January 5, 2006 the Company ﬁled a petmon ("PUCaDocket No. 32240") w1th the Texas
Commission to increase its fixed fuel factors and to surcharge under-recovered fuel costs as a'result of
higher natural gas prices.” The Company requested-an increase in its Texas jurisdiction fixed fuel factors
of $30.8 million.or 16% -annually to reflect an average cost of natural gas 0f~$9.35 per MMBtu.. The
Company also ‘requested a. fuel surcharge to recover ovér a twelve-month period approximately
$34 million of fuel undercollections, ‘including interest, for under-recoveries for the ‘period September
2005 through November 2005. The,requested fuel factor and fuel surcharge were placed into effect on
an interim basis subject to refund- effective with February 2006 bills: to customers..: This proceeding was
abated pending the Texas Commission's decision in PUC' Docket No. 32289, .the margin sharing
proceeding which was approved December 8, 2006. The Company filed a unanimous settlement with
the Texas Commission.to resolve all issues in’this docket on January 30, 2007. The settlement requests
approval of the fuel surcharge-and fuel factor for the period February- 2006 through January 2007, the
end of'the surcharge period. In addition, the. Company ‘agreed to reduce its fixed fuel factors by 10%
reducing annual fuel recoveries: by approximately $20.0: million per year.-The revised fixed fuel factors
reflect natural gas prlces of approximately $7.80 per MMBtu. The new fuel factors were approved on an
interim basis and placed into effect in customer bills in February 2007 The settlement 1s subJect to ﬁnal
approva] by the Texas Commrssmn which is expected-in March 2007 " o

o - i . ELE . . . .

Palo Verde Performance Standards. The Texas Commission established- performance standards
for the operation of ‘Palo Verde pursuant to which each’ Palo Verde’ unit is évaluated annually to
determine whether its three-year rolling average capacrty factor entitles- the Company to a reward or
subjects it to a penalty. The capacity factor is calculated ‘as the ratio'of actual generation to maximum
possible generation. If the capacity factor, as measured on a station-wide basis for any consecutive
24-month period, should fall below 35%, the partles to the City Rate Agréement can seek différent rate
treatment for Palo Verde. The removal of Palo Verde from rate base could have a srgmﬁcant negatrve
impact on the Company's revenués and financial condltlon The Company has calcilated the
performance rewards ' for "the repomng perlods ending’'in “2006 and 2004 to be approxrmately
$04 mllhon and $0.2 million, respectlvely ‘The 2006 and 2004 rewards will be mcluded along with
energy ‘costs incurred and fuel reveniie bllled ds part of the Texas Commission's review during & futtire
periodic fuel reconciliation proceeding as discussed above. Under the performance standards the
Company did not earn a performance reward nor incur a penalty for the 2005 reporting period.
Performance rewards are not recorded on the Company's books until the Texas Commission has ordered
a final determmatron in a fuel proceedmg or comparable ev1dence of collectlblllty is obtained.
Performance penaltles are recorded when assessed as probable by the Company

"

In a prlor fuel reconcdlatlon proceedmg ("PUC Docket No. 20450"), the Company agreed to
contribute any Palo Verde rewards in its next fuel reconcrllatlon to assist low-income customers in
paying their ut1[1ty bills. Tn compllance with the Texas Commlssmn order adoptmg thls agreement the
Company made a payment in November 2004 in the amount of $5.8 mrlllon to El Paso County Genera[
Assistance Agency and Big Bénd’ Communlty Center Commlttee Inc In further comphance w1th the
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Texas Commission's order, the Company: sought.and received approval by the. El:Paso.City Council in
January 2006 to, remitito the City approximately. $5.8 million in Palo-Verde performance reward funds to
fund demand side:management programs as requested such as weathérization, with a focus on programs
to assist small business andrcommercial customers. - As of December31; 2006 $6.0 million,:including
accrued interest, remains to be pald under these agreemenis and is recorded as a liability of the
Company's balance sheet. L L T PR

vin rDeregulation.. The'T'exas Restructuring Law required certain. investor-owned electric, utilities to
separate. power; generation activities and retail -service:activities -from transmission and distribution
activities by~Jariuary 1, 2002, and on that date, retail. competition.for generation services was instituted
in some, parts of Texas. The Texas: Restructuring Law, however, specifically.recognized and preserved
the Company's Texas. Rate' Stipulation and Texas Settlement Agreement;by, among other.things,
exempting ithe; Company's Texas service area from retail competition:until the:end-of the Freeze Period:
On October 13,:2004, the, Texas;Commission approved a rule further delaying retail.competition in the
Company's Texas service territory. The rule approved by the Texas Commission sets a schedule which
identifies ,various'.milestones for- the, Company to reach before competition, can. begin. The first
milestone«calls - for* the .development, approval’.by the FERC,and- commencement of independent
operation .of an RTO in the .area that includes. the *Company's service :territory; including the
development. of retail market: protocols to facilitate retail competition,(see FERC. Regulatory Matters —
RTO.below). The complete transition to. retail competition-would:occur-upon the completion of:the last
milestone,  which; would ‘be the: Texas: Commission's final evaluation of the market's readiness to offer
fair competition and reliable service to-all retail customers. The.Company believes that adoption of this
rule will likely delay retail competition in El Paso for a number of years. There is substantial
uncertainty about both-the regulatory framework and market:conditions that will exist if and when retail

competition is.implemented in.the. Company's service territory, and the, Company rhay incur substantial

preparatory, festructuring. and .other costs that -may. not ultimately berrecoverable. ~There can’ be.no
assurance:; that ‘deregulation.- would not adversely affect the: future operatlons -cash: ﬂowsfand ﬁnanmal
conditioni of the Company..». "t v, . L N S P S

I R TN B z ot L T I P P S
v Renewables - and Energy Eﬁiczency 'Programs Notwithstanding the ‘Texas . Commlssmn 5
approval of-a rule further delaying competition in the Company's Texas:service territoty, the Company
becamé‘subject to the renewable-energy:and. energy efficiency requirements of.the Texas Restructuring
Law on January 1, 2006. Under the renewablé¢ energy requirements, the Company will have to.annually
obtain its pro rata share of renewable energy credits as determined by the Program Administrator (the
Electric Reliability‘Council:of Texas). The Company's ultimate: obligation to obtain r€énewable energy
credits will not be known until January 31 of . the year following the compliance year, and it will have
until-March-3L.to obtain, if necessary, and submit to the Program-Administrator, sufficient credits. The
Company obtainied the required renewable energy credits to meet.it§ expected obligations through 2006.
In addition, beginning. in, 2006; the*:Company .was required to.furid incentives for energy efficiency
savings thatwill achieve the. goal of meeting 5% of its Texasjjurisdiction growth in demand through
energy efficiency savings.. The goal.is increasedto 10% of the.Company!s Texas jurisdiction’growth in
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demand annually begirining January 1, 2008. .For the plan year ended December.31,-:2006, the Company
incurred expenditures for incentives of approximately $0.6 million.‘Pursuant to the Company's Energy
Efficiency Plan filed with the Texas Commission, the Company-expects to spend approximately
$6.1 million in costs through 2009 for incentive payments to achieve its energy efficiency goal.

New Mexico Regulatory Matters oL

NMPRC Case No. 06-00258-UT 2006 Rate Filing. On June 30, 2006, the Company filed a petition
with the NMPRC to.increase overall rates by approximately $31.7 million. The current rate case filing
requests an increase in non-fuel base rates of $13.1 million and -an increase of $18.6 million-in fuel and
purchased power cost recovery.-The Company requested ‘that all fuel .and purchased power costs be
recovered through its Fuel and-Purchased Power' Cost Recovery Clause ("FPPCAC"). The Company's
requested FPPCAC was based on .natural gas costs of $9.50 per. MMBtu for the forecast period June 2007
through May 2008. In addition, the Company requested that power providéd from Palo.Verde Unit 3,
which is a deregulated non-utility plant in New Mexico,  be priced at the lowest market price for
equivalent firm capacity and energy available to.the Company..' Requested.rates would not be effective
before July 1, 2007. The NMPRC Staff, the New Mexico Attorney General and the Department of
Defense submitted responsive testimony on November 29, 2006 and the Company submitted rebuttal
testimony on January- 10, 2007. - A stipulation ("2007.New Mexico'Stipulation") was filed on February 6,
2007 resolving all issues in the case subject to NMPRC approval. The 2007 New Mexico Stipulation is
unopposed and - signed: by all parties in the* proceeding,:except the New Mexico Industrial Energy
Consumers:{("NMIEC") and the Public Service Company of New Mexico ("PNM"). o
- ENE . e "y, . il ! '

* The 2007 New Mexico St1pulatlon prov:des for a $5.8 million non-fuel base rate increase and~a

'$0.3 million fuel and purchased power decrease. The 2007 New Mexico Stipulation reflects revised fuel
costs for the. June 2007 through May 2008 forecast. period which reflect average natural gas costs -of
$7.20 per MMBtu. Most of the Company's fuel and purchased power costs during the period-of the.2007
New Mexico Stipulation will be recovered through base rates with any difference between actual fuel and
purchased power costs and the amount included in base rates will be recovered or refunded through the
FPPCAC. Raites-will continue in effect until changed by the NMPRC after the Company's next rate case.
The 2007 New Mexico Stipulation requires'the Company to file.its next general rate case no later than
May 30, 2009 using a base period of the twelve: months ending December 31, 2008 Under NMPRC
statutes, new rates would become effective no later than July 2010:.

The 2007 New Mexico Stipulation provides for energy'from the deregulated Palo Verde Unit 3 to
be recovered through fuel and purchased power costs included in base rates and the FPPCAC based upon
the cost of capacity and fuel charges for. power purchased under the existing SPS purchased power
contract. . The 2007 New Mexico-Stipulation eliminates -the fixed fuel and purchased power cost.of
$0.021 per kWh for 10% of New Mexico kWh sales and requires 25% of off-system sales margins to be
credited to customers through the: FPPCAC. Consistent with: the Texas settlement in PUC Docket
No. 32289, beginning in July 2010-through June 2015, the -Company’ will credit the New Mexico
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jurisdictional portion of 90% of off-system .sales "margins. to. New México customers ‘through the

FPPCAC. No later than two-years after implementation, the 2007 New. Mexico Stipulation requires the
Company to file to continue its FPPCAC according to NMPRC rules, at which time any party may
propose to change the price oficapacity and related energy ifrom.Palo ‘Vérde Wnit 3 ifithe SPS purchased
power contract [is-modified or:-terminated: © The .2007.. New Mexico , -Stipulation ‘ results+in :final
reconciliation.of fuel and purchased power costs for the period:May,31,.2004 throughi December 31,
2005..The.Company will continue:to file;annual reconciliation statements: for fuel-and.purchased power
‘costs in.accordance with NMPRC rules. > i 7 waini. . dnd or el T i e e L
: : T S T T AT U 1 I T OT R L TR S DU IR I TR

3 A hearing on the 2007 New Mexico. Stipulation-will.be held' ori"March 20 2007. A final order of
the NMPRC is expected no later than:July 19, 2007.. Management canmot predlct whether the NMPRC
will approve the 2007 New Mex1c0 Stipulation. - - A I e T O

Lt cy EIL N SR It PIE PR AR TP I A I

.. Fuel ana’ Purchased Power Costs.t In Aprll 2004; ‘the. NMPRC; as’ part of the 2004‘New Mexico

Stipulation and Final Order intNMPRC Case No. 03-00302; approved a FPPCAC: - The Company
currently. recovers fuel and purchaséd: péwer costs in base rates in the amount of $0.01949. per kWh and
recovers.the remaining fuel:and purchased power-costs through its. FRPCAC: Fuel-and.purchased power
costs associated with 10 percent of the Coitipany's jurisdictionaliretail sales.in New.Mexico are fixed at

£0.021 per kWh, and are not reconcilable. See discussion‘of NMPRC.Case. No. 06-00258-UT abové. .

On August 29, 2005, the Company filed the annual reconciliation of:its. FPPCAC. fot.the: period

June 1, 2004 through May 31, 2005 in compliance with the requirements of the NMPRC's Final Order in
NMPRC Case. No. 03-00302-UT. Thé Company.requested -reconciliation«of”its-fuel -and purchased
power costs for this period, except.for-the’ 10.percent portion; and requested recovery of $1.3 million;ifor
the New Mexico ‘jurisdictional portion.of pirchased power capacity-costs! "The. NMPRC: Final:Order
issued April 11,2006 reconciled the.Company's FPPCAC: for the! limited: purpose: of summarizing and
verifying all actual revenues and costs;.but: did notrestablish the.reasonableness of thé Company's fuel
and purchased power-costs for the reconciliationyperiod.* On! August 30,:2006, the Company filed the
annual reconciliation-for.its FPPCAC for the'period-June 1; 2005 through'May 31,.2006. As discussed
above, the 2007 New.Mexico; Stipulation_provides: for.final.reconciliation- of fuel and purchased power
costs through Décember 31, 2005. The Company believes it has fully supported the:récovery of.all of its
. applicable fuel and purchased power costs:for_the period, but cannot predict how:the NMPRC will rule
on the 2007 New-Mexico Stipulation or.in'a future rate case addressing fuel and'purchased power. costs
after December. 31, 2005.» An adverse ruling by thé'NMPRC .could have -a: materlal megatlvc effechon
the Company's results ofoperatlons O G T T L LAS Tl SRR NS AN "
A st IO ST A S N SR TR o [ !'(f: S LI L t - h
Renewables The New Mexico Renewable- Energy Actof. 2004 requires'that, by January 1, l 2006,
renewable energy comprise no:lessithan-5%- of the: Company's total retail. salesi to. New. Mex1co
customers. .The requirement increases. by. 1% annually until. January 1, 2011, when''the tenewable
portfolio standard shall reach a'.level+of-10% of the Company's total ‘retail sales itol New Mexico
‘customers and will remain fixed-at suchlevél thereafter. :The:Company. has met all requirements to date.
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On September 1, 2006, the Company filed its annual Procurement Plan detailing its proposed acuons to
comply with the Renewable Energy Act through 2011. :

The NMPRC approved the Companys 2006 Annual Procurement Plan. in Dccember 2006
acknowledging the Company's existing.plan to (i) enter into a contract to purchase renewable energy
certificates ("RECs") for full requirements in 2006 and 2007 and approximately 50% of the Company's
requirements in 2008 through 2011 and (ii) to'create a deferral, with carrying costs for future recovery
from customers of up to $0.2 million in costs related to the issuance of a diversity RFP for renewable
resources and for investigation of small projects to meet the remaining requirements in the 2008 to 2011
timeframe and thereafter. ' In' addition, the Commission authorized the Company to enter into two
20-year purchased power agreements to purchase energy from:an 8 megawatt low-emissions’ biomass
generating facility and from a 6 kilowatt solar energy generating facility.:Both generating facilities will
be located within the Company's New Mexico service area. Costs incurred by the Company to purchase
RECs to meet the requirements of the: New Mexico Renewable Energy Act are to be recovered through
the FPPCAC as purchased power costs from New Mexico customers-pursuant to the Renewable Energy
Act and the, NMPRC Final Order in NMPRC Case No. 05-00231-UT. The NMPRC's decision in that
case has -been -appealed to the New Mexico Supreme Court by the New Mexico Industrial Energy
Consumers, and oral argument'is scheduled for March 12, 2007. The Company is unable to predict how
the New Mexico Supreme Court will rule in this proceeding,

Federal Regulatory Matters . CoL L

Transm;sszon -Dispute with Tucson Electric Power. In January 2006, the Company filed a
complaint with the FERC to interpret the terms of a Power Exchange and Transmission Agreement (the
"Transmission 'Agreement") entered into with TEP in 1982. TEP claimed that, under the Transmission
‘Agreement; it was entitled to up to 400 MW of transmission rights on the Company's transmission
system that would enable it to transmit power from a new generating station (the Luna Energy Facility
("LEF") located near Deming, New Mexico) to Arizona. The Company asserted that TEP’s rights under
the Transmission Agreement do-not include transmission rights necessary to transmit such power as
contemplated by TEP and that TEP must acquire any such rights in the open market from the Company
at applicable tariff rates or from other transmission providers. On April 24, 2006, the FERC ruled in the
Company's favor, finding that TEP. does not have the transmission rights under the Transmission
Agreement to transmit power. from the LEF to Arizona. .The ruling.was based on written evidence
presented and without an evidentiary-hearing. "TEP's request for a rehearing of the FERC's decision was
granted in part and denied in part in an order issued October 4, 2006. - The October 4 order-granted a
hearing to examine the disputed evidence; however, the hearing was held in abeyance to allow time for
the parties to attempt to negotiate a‘settlement. The Company and TEP have been unable to reach a
settlement, and a hearing before an administrative law judge on the dispute has been scheduled to.begin
on May 22, 2007. An initial decision of the administrative: law judge 1s expected no later than
January 30, 2008. While the Company .believes that it is not probable that TEP will prevail, the
Company cannot predict the outcome of this case. During 2006 TEP paid the Company $3.5 million for
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transmission service relating to the LEF of which the Company has included $3.1 million in-its 2006
operating revenues. If the FERC were to rule in TEP's favor, the Company may be required to refund all
of the $3.5 million it-has received from TEP.for transmission service relating to, the;:EF. and may lose
the opportunity’ to receive compensation from TEP for.such transmission service in' the future. - An
adverse rulmg by.the FERC could have a negatlve effect on the Company s results of- operatlons
o P ’r ) LT A

RTOS FERC's rule ("Order 2000") on RTOs strongly encourages but do€s not requlre publlc
utilities to form and join RTOs. The Company is an active participant in the development of
WestConnect, formerly known as the Desert Southwest Transmission and Reliability Operator. . A
WestConnect Memorandum of Understanding ("MOU") was signed by the Company and nine other
transmission owners on December 6, 2004. On November 21, 2005 an cleventh member joined. This
MOU obligates the parties to participate in and commit resources to ongoing joint efforts, including
involvement with stakeholders, customers, local, state and federal regulatory personnel, and other
Western Grid transmission providers to identify, develop and implement cost-effective wholesale

market enhancements on a voluntary, phased-in basis to add value in transmission accessibility, _'
wholesale market efficiency and reliability for wholesale users of the Western Grid. These

enhancements may ultimately include formation of an RTO. . WestConnect will continue to work with
the FERC and two other proposed RTOs in the west to achieve a seamless market structure. The
Company comprises approximately 7% of WestConrect and cannot control the terms or timing of its
development. WestConnect as an RTO will not be operational for several years. '

Department of Energy. The DOE regulates the Company's exports of power to the CFE in
Mexico pursuant to a license granted by the DOE and a presidential permit. The DOE has determined
that all such exports over international transmission lines shall be made in accordance with Order
No. 888, which established the FERC ruies for open access.

The DOE is authorized to assess operators of nuclear generating facilities a share of the costs of

decommissioning the DOE's uranium enrichment facilities and for the ultimate costs of disposal of spent -

nuclear fuel. See Note C for discussion of spent fuel storage and disposal costs.

Nuclear Regulatory Commission. The NRC has jurisdiction over the Company's licenses for

Palo Verde and regulates the operation of nuclear generating stations to protect the health and safety of .

the public from radiation hazards. The NRC also has the authority to grant license extensions pursuant
to the Atomic Energy Act of 1954, as amended.
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Sales for Resale " L I S
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The Company provides up:to 10 MW-"of firm capacity, -associated ‘energy, and ‘transmission
service to the Rio Grande Electric Cooperative pursuant to an ongoing contract which.requires .a
two-year notice to terminate. In 2006 the Company provided RGEC. with a notice of termination. Such

termination will be effective as of March 31, 2008. The Company 1S dlSCUSSlng the prowsmn of future
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C. Utilit'y Plant, Palo Verde and'Other Jointly-Owned Utility Plai'lt B ST

n

The table below presents the balance of each major class of deprecnable assets at December 31
2006 (in thousands) '

"I . . “ . ‘ e
S . ‘ . . .

" Gross Accumulated ~ *° Net
) Plant . Depreciation . Plant
. Nuclear production........cccooeee ? 65,-5.’679 . BRI 029)_ ; $ 5-01’659 o
,, . Steam and other ........ e ————— 270,567 , - (150,530) p 120,037 ., -,
Total productlon .................... , 926,246 . (304,559 =~ - 621,687 ~. .
TraNSMISSION.oorerrero O 339,976 | (212,412) 127,564
Distribution.....c..ccooviiccnnenicnccnn. 587,392 (231,297) 356,095
General.....cocvni i, 83,086. . (44,573) , . 38,513
'lntanglble..........,.., .............. R 22,087 . - (6.738) - 15,349,
c Total..ovcrceiiniiiiee. 31,958,787, 8. . (799,579) S 1,152,20§

* Amortization of mtanglble plant (software) is prowded on a stralght line b351s over the estlmated'

useful life of the asset (ranging from 3 to 10 years). The amortization expense for mtangnble plant was
$2.8 million, $1.9 million_and. $0. 9 million for 2006, 2005 and 2004, respectively. The. table below
presents the estimated amortization expense for the next five years (m thousands): . .

' . . .

2007 coh oo $ 3002,
2008 L2743 L L
2009 2405 »
L 2010 oo, 2,089 o L
Co 200 e 1,190 -

L ' - - an . ar i ' [ |

The Company owns a 15.8% interest in each of the three nuclear generating units and Common
Facilities, at Palo Verde, in Wintersburg, Arizona. The Palo Verde Participants .include the Company
and six other utilities: Arizona Public Service Company ("APS"), Southern California Edison Company
("SCE"), Public Service Company of New Mexico ("PNM"), Southern Caiifornia Public Power
Authority, Salt River Project Agricultural Improvement and Power District ("SRP") and the Los
Angeles Department of Water and Power. The operation of Pato Verde and the relationship among the
Palo Verde Participants js governed by the Arizona Nuclear Power Project Participation Agreement (the
"ANPP Participation Agreement"). APS serves as operating agent for Palo Verde, and under the ANPP
Participation Agreement the Company has limited ability to influence operations and costs at
Palo Verde. : :

' . ) P
. Pursuant to the ANPP Participation Agreement, the Palo Verde Participants share costs and
generating entitlements in the same proportion as their percentage interests in the generating units, and
each participant is required to fund its share of fuel, other operations, maintenance and capital costs.
The Company's share of direct expenses in Palo Verde and other jointly-owned utility plants is reflected
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in fuel expense, other operatrons expense, maintenance expense; miscellaneous other deductions, and
taxes other than income taxes in the Company's consolidated statements of operations. The ANPP
Participation Agreement provides that if a participant fails to meet its payment obligations, each
non-defaulting pamerpant shall pay its proportionate share of the payments owed by the defaulting
pammpant Because it is impracticable to predict defaulting participants, the Company cannot estimate
the maximum potential amount of future payment, if any, which could be required under this provision.

NRC. The NRC regulates the operatlon of alI commercial nuclear power reactors in the United
States, including Palo Verde. The NRC perrodrcally conducts inspections "of nuclear -facilities and
monitors performance indicatots to enable the’ agency to arrive at objectrve conclusions’ about a
licensee's safety performance. Based on this assessment information and using'a cornerstone evaluation
system, the NRC determines the appropriate level of agency response and oversrght including
supplemental 1nspect|ons and pertinent regulatory actions as necessary. -

In October 2006, the NRC conducted an mspectlon of the Paio Verde ‘emergency diesel
generators after a Palo Verde Unit 3 generator drd not activate during routine inspections in July and
September 2006. On February 22,2007, the NRC issued a "white" finding (low to moderate safety
significance) for this matter. In eonnectron with its finding; the NRC stated that it would use the NRC
action matrix to determine the most appropnate response including any increase in NRC oversight or
identification of actions that APS needs to take in response to this performance deficiency, and will
notify APS of its determination at a-later date. Under the NRC's action matrix, this finding, coupled
with a previous NRC "yellow" finding relating to a 2004 matter involving Palo Verde's safety injection
systems, will place Palo Verde in the ' multiple/repetitive degraded comerstone” column of the NRC's
action matrix which the Company expects will result in an enhanced NRC mspectron regimen. This
enhanced inspection regimen and any resultmg corrective actions could result in increased operating
costs at the plant. Of the 103 commercial nuclear reactors in the United States regulated by the NRC,
only three reactors were in the "multiple/repetitive- degraded ' cornerstone" category as of the fourth
quarter 2006. The Company is currently unable to predict the impact that the NRC's increased oversight
may have on Palo Verde's Operat:ons and the cost of operatlons

Other jointly-owned utility plant includes a 7% interest in Units 4 and 5 at Four Corners
Generating Station (" Four Corners") and certain’ other transmission facilities. A summary of the
Company's investment 'in jointly-owned utrIrty plant, excludmg fuel at December 31, 2006 and 2005 is
as follows (in thousands) C o

[ L AT . t-

o © '+ * !'December 31, 2'006 ‘ December 31,'20_05 o

L "’ - PaloVerde' _ Other ~  Palo Verde" '~ Other "~
Electric plant in Service ................. $ 655,679 $ 190,200 $ 636,725 § 188,049
Accumulated depreciation ............ (154,029)  (140,373) (136,119)  (133,507)
Construction work in progress......... _» 33222 . ' 3181 + 28,501 - 3,814

Total ..o, Wil 5534872 §- 53,008 - § 5291077 § 58,356

1
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Palo Verde - T T S R
A Cote. . Ty : e YL ST

Decommzsszomng Pursuant to the ANPP Participation Agreement and fedetal law, the
Company must fund its share of the estimated costs to decommission Palo Verde Units 1, 2 and 3,
including the Common Facilities, through the term of their respective operating licenses.
Decommrssromng costs,are estimated every three years based upon engmeermg cost studres performed
by outside engineers retained by APS.. - : -

' ' i

In accordance w1th the ANPP Partlc1pat10n Agreement the Company is requ1red to mamtam a
mm1mum accumulation and a minimum funding level in its decommissioning account at the end of each
annual reporting period during the life of the plant. The Company was above its minimum funding level
as .of December 31, 2006. The. Company will continue to monitor the status of its decommissioning
funds and adjust its deposits, if necessary, to remain at or above its minimum accumulation requirements
in the future.

. ..The Company has established external trusts-with an independent trustee, which enable the
Company to record a current deduction for federal income tax purposes of a portion of amounts funded.
As of December.31, 2006 and 2005, the. fair market valué “of the -trust funds was approximately
$114.7 million and $96 0 million, respectively,, which is reflected in the Company's consolidated
balance sheets in deferred charges and other assets. Yo PR - :

In 2005, the Palo Verde Participants approved the 2004 Palo Verde decommissioning study. Some
changes in the cost calculations occurred between the prior 2001 study and the 2004 study. The 2004
study estimated that the Company must, fund approximately $335.7 million (stated in 2004 dollars) .to
cover its share of decommissioning costs., The previous cost estimate from the 2001 study estimated that
the Company needed to fund approximately $311.6 million (stated in 2001 dollars). Had an equivalent
estimate been calculated, for the 2001 study in 2004 dollars, based upon the same 3.6% escalation rate
utilized in the 2001 study, the previous estimate would have been-$346.5 million. See "Spent Fuel Storage”
belo“’. . = LA U S ' i

. .

Although the 2004 study was based on the latest avarlable mformatlon there can. be no assurance
that decommrssromng cost estimates will not’ increase in the future or that regulatory requrrements wrll
not change In addition, until a new. low- level radroactrve waste repository opens and operates for a
number,of years, estrrnates of the cost’ to dlspose of low-level radroactrve waste are subject to significant
uncertamty "The decommrssromng study is updated every three years. The 2007 study is expected to be
complete in the second quarter of 2008. See "Disposal of Low-Level Radioactive Waste" below.

_ Spent Friel Storage The orrgmal spent fuel storage facrlltles at Palo Verde had sufﬁc1ent
capacnty to'store a]l fuel drscharged from normal operation of all three Palo Verde units through 2003.
Alternative on-site’ storage facilities and casks have been constructed to supplement the original facilities.
In March 2003 APS began removing spent fiiel from the original faCllltleS as necessary, and placing it in
special storage casks which will be stored at the new facrlmes unt1l accepted by the DOE for
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permanent disposal. The 2004 decommissioning study assumed that costs to store fuel on-site will
become the responsibility of the DOE after 2037. APS believes that spent fuel storage or disposal
methods will be available to allow each Palo Vérde- umt to contmue to operate through the term of its
operatmghcense e I T SV Ln - :

Y - | 0 Cey [ BT

Pursuant to the Nuclear Waste Pollcy Act of 1982 as amended in 1987 (the “Waste Act") ‘the
DOE is legally obligated to accept and dispose of all spent nuclear fuel arid-other:high-level radioactive
waste generated by all domestic power reactors. In accordance with the Waste Act, the DOE entered
into a spent nuclear fuel contract with the Company and all ‘'other Palo’ Verde Partrcrpants The DOE has
future. -Subsequent judicial decisions required the DOE o’ start acceptmg spent. nuclear fuel by
January 31, 1998. The DOE did not'meet that deddline, and the Company cannot currently pred1ct when
spent fuel shipments to.the DOE's permanent 'disposal site will commence. e

The Company expects to incur significant costs for on-site spent fuel storage during the life of
Palo Verde that the Company believes. are the responsibility of the 'DOE.: These-costs are assigned to
fuel requiring the additional on-site storage and amortized-as that fuel'is burned. until an agreement is
reached with, the DOE for recovery of.these costs. In December 2003, APS, in conjunction with other
nuclear -plant operators, filed suit against the:DOE: on behalf of the Palo. Verde Participants to recover
monetary damages associated with the delay in the DOE's accepiance of spent fuel.: The Company 'is
unable to predict the outcome of these matters at this time.
. AU T S L RO
«¥%." \Disposal of Low-Level Radioactive Waste. Congress has established requirements for the
disposal by‘each state-of -low-level radioactive waste generated within'its borders. Arizona, California,
North Dakota and-South Dakota have’ énteréd: into a compact (the "Southwestern Compact") for- the
disposal of low-level radioactive waste: - California will"dct as the first host state of the Southwesterii
Compact, and ‘Arizona will serve as the second host state. Thé ‘comnstruction and openitig of the
California lowtlevel radioactive waste dlsposal sité in’ Ward Valley has béen delayed due to éxtensive
public hearings, disputes over environmental issues and review of technical issues related to®the
proposed site. Palo Verde is projected to undergo decommrssronmg during the perrod in which Arizona
will “act “as” host for- the Southwestern Compact The opposmon delays,” uncertamty and costs
experrenced in California demonstrate poss1ble roadblocks that may be encountered When Arizona seeks
to open its own waste- repos1tory APS currently beheves that interim low-level waste storage: ‘methods
are or will be available to allow ‘each Palo Verde umt to contrnue to operate and to store safely low: level
waste untll a permanent drsposal fac1l|ty 1s ava1lab1e o "E‘ [ ’ .

. ' [T U o [EE T L

Steam Generators., APS identified accelerated degradatlon in the steam generator tubes of each
unit which’ requrred the eventual replacement ‘of the steam generators New stearh’ generators were
installed at Unit 2 durmg 2003 at a eost to the, Company of approxrmately $45.3 million ($36.4 mrlllon
in direct cost$) and in Unit 1 durmg 2005 at a cost to the Company of” approx1mately $40.1 m1lllon
($36 1 'million i in dlrect costs). The steam generators at Unrt 3 are scheduled to be replaced in late 2007
The steam generator replacements were based on analysrs of the net economic beneﬁt from expected

?
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improved performance of the respective units and the need to realize continued production from the
units over their full licensed lives. The eventual total project cash experiditures for steam generator
replacements for Units [, 2 and 3 are currently estimated to be $710.5 million in direct costs (the
Company's portion being $112.3 million). As-of December 31, 2006, the Company has paid
approximately $87.7 million of such costs. The Company expects its portion will be substantially
funded with'internally generated cash. See also Part 11, Item 7, "Management's Discussion and Analysis
of Financial Condition and Results of Operations — Overwew

After the steam generators were replaced at Palo Verde Unit | it operated at significantly
reduced power levels' from ‘December 25, 2005 until March 18, 2006 and did not operate from
March 18, 2006 until early July 2006 while repairs and modifications were made to one of its shutdown
cooling lines. Palo Verde Unit 1 reached full capacity on July 16, 2006. Palo Verde Unit 1 experienced
a 27 day outage in September and October 2006 to replace pressurizer heaters.

Reactor Vessel Heads. 'In accordance with applicable NRC requirements, APS conducts regular
inspections of reactor vessel heads at Palo Verde Units 1, 2 and 3. In an effort to reduce long-term
operating costs at the station related to inspection of the reactor heads, related equipment, and possible
repair costs, APS plans to replace reactor vessel heads at Palo Verde. Reactor vessel head replacement
is scheduted to occur at Units 1, 2 and 3 in 2010, 2009 and 2009 respectively. The Company's share of
the costs for this project is estimated to be $21.3 million.

Liability and Insurance Matters. The Palo Verde participants have insurance for public liability
resulting from nuclear energy hazards to the full limit of liability under federal law currently at
$10.8 billion. This potential liability is covered by primary liability insurance provided by commercial
insurance carriers in the amount of $300 million and the balance by an industry-wide retrospective
assessment program. If a loss at a nuclear power plant covered by the programs exceeds the
accumulated funds in the primary level of protection, the Company could be assessed retrospective
premium adjustments on a per incident basis. Under federal law, the maximum assessment per reactor
under the program for each nuclear incident is approximately $101 million, subject to an annual limit of
$15 million per incident, ‘Based upon the Companys 15.8% interest in the three Palo Verde units, the
Companys max1mum potential assessment, per incident for “all three units is approx1mately
$47.9 mllllon w1th an annual payment limitation ~of approximately $7 1 million.

The Palo Verde participants maintain "all risk” (including nuclear hazards) insurance for property
damage to, and_decontamination of, property at Palo Verde in the aggregate amount of $2.75 billion, a
substantial pomon of which must first be apphed to stabilization dand decontamination. The Company has
also secured insurance against portions of any increased cost of generatlon or purchased power and
business mterruptlon resulting from a sudden and unforeseen outage of any of the three units. The
insurance coverage dlscussed in this and the previous paragraph i§ subject to certain policy conditions and
exclusions. A mutual i insurance company whose members are utlhtles with nuclear facilities issues these
policies, 1f losses at any nuclear facility covercd by this mutua] insurance company were to exceed
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the accumulated funds for these insurance programs, the Company could be assessed retrospective
premium adjustments of up to $9.5 million for the current policy period. |

D. Accounting for Asset Retirement Obligations

. The Company complies with SFAS No. 143, "Accounting for Asset Retirement Obligations"
which primarily affects the accounting for the decommissioning of the, Company's Palo Verde and
Four Corners Stations and the method used to report the decommissioning obligation. The Company
records the increase in the ARO due to the passage of time as an operating expense (accretion expense).
As.the DOE assumes responsibility for'the permanent disposal of spent fuel, spent fuel costs have not
been included in the ARO calculation. The Company has six external trust funds with an independent
trustee which are legally restricted to settling its ARO at Palo Verde. The fair value of the funds.at
December 31, 2006 is $114.7 million. : :

'
A reconciliation of the Company's ARO liability recorded is as follows (in thousands): -

t

Years Ended DPecember 31,

, . 2006 .___2005 2004
ARO liability at beginning of year..”........... S '8 66997 $ 60,388 $ 55,149
Liabilities inCUITEd .converrrs oo sereeen - 2,719 (1) - -
Liabilities settled................... TS - - - -
Revisions to estimate ......... S SO - ; (1,767) -
Accretion expense......... trrersierbr e bes s saeas " 6270 5,657 - 5239 .
ARO liability at end of Y€ar............owlvive. $ 73,267 8 ' 66997~ $ 60,388

(D) Resulfs from the irhpfementation of FIN 47 (see disc'ussion'below).

The Company has transmlssmn and distribution lines which are operated under various property
easement agreements. If the easements were to be released, the Company may have a ]egal obligation to
remove the lines; however, the Company has assessed the likelihood of this occurring as remote. The
majority of these easements include renewal options which the Company routinely exercises.

, ln 2005, the Palo Verde Part|c1pants approved the 2004 Palo Verde’ decommlssmnmg study.
Some changes in the cost calculations occurred between the prior 2001 study and the 2004 study. The
2004 study estimated that the Company must fund approx1mately $335.7 million (stated-in 2004 dollars)
to cover its share of decommissioriing costs. The previous cost estimate from the 2001 study estimated
that the Company needed to fund approximately $311.6 million (stated ‘in 2001 dollars). Had an
equwalent estimate been calculated for the 2001 study in 2004 dollars, based upon the same '3.6%
escalation rate utilized in the 2001 study, the prewous estimate would hive been $346.5 million. The
ARO liability calculation begins with the cost estimate of $335.7 million from the 2004 study, then
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escalates that cost over the remaining life of the plant, and finally discounts the resulting cost at a credit-
risk adjusted discount rate. Since the Company assumed an escalation rate of 3.6% and a credit-risk
adjusted discount rate of 9.5% in the original calculation of the ARO lhability, the ARO liability is-less
than the Company's share of the current estimated cost to decommission Palo Verde in 2004 dollars. As
Palo Verde approaches the end of its estimated useful life, the difference;between-the ARO liability and
future-current cost estimates will narrow oVer time; due to the accretion of the ARO-liability. -
I TR RE I B el oar

SFAS No. 143 requires the Company to revise its prevrously recorded ARO for any changes n
estimated cash flows. Any changes that result in an upward revision to estimated cash flows shall be
treated as a new liability. Any downward revisions to the estimated cash flows result in a reduction to
the previously recorded ARO. Since the 2004 study reflects-a downward revision in the estimated cash
flows for decommissioning costs from the 2001 study, the Company, recorded a $1.8 million reduction
to its. ARO asset and liability in the third‘quarter of 2005.- Accretion and depreciation expense related to
the ARO decreased approxrmateiy $0.3-million annually as a result of this adjustment RN

1

f_ i

i .. “ r Yon ' =¢,‘ . y S,
it Effectw&December 31 2003, the. Company adopted FASB Interpretatlon No 47 "Accountrng
for. Conditional Asset Retirement Obligations,", ("FIN 47"). FIN 47 clarifies that the term "conditional"
as-used in SFAS: No. 143, refers to a legal obligation.to perform an-asset-retirement activity even if the
tlmmg and/or settlement are conditional on a future event.that may or,may not be within the control. of
an entity. Accordingly, the entity. must record a liability for the conditional asset retirement obligation if
the fair value of the obligation can be reasonably estimated. The adoption of FIN 47 primarily affected
the -accounting for the disposal obligations of the Company’s fuel oil storage -tanks, :water wells,
evaporative ponds and asbestos found. at the Company's: gas-fired: generating plants. With the adoption
of FIN 47 at December 31,-2005, the Company:recognized an increase in its ARO of $2.7 miltion, an
increase in net plant in service of $0.9 million, and a-cumulative effect of accountmg change resulting in
a loss of $1:1 million, net of related taxes -As.of December 31, 2004, proforma ARO llablllty related to
FIN 47 would-have been $26m1]110n AT T U

Amounts recorded under SFAS No. 143, including those under FIN 47, are subject to various
assumptions -and determinations such as:(i) whether a-legal obligation exists to remove assets; (ii)
estimation:.of ,the .fair, value of the -costs'ofzremoval;_(iii) when final. removal.will occur; (iv) future
changes in decommissioning cost escalation rates; and (v),the'credit-adjusted interest rates to be utilized
in discounting future liabilities. Changes that may arise. over time with regard to these,assumptions and
determinations will change amounts recorded in the -future as an expense:for, AROs. If the Company
incurs or assumes any liability in retiring any dsset at the end of its useful life without a legal obligation
to do so, it will record such retirement costs as incurred. '
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Overview ° S R e AR

* The Company's common stock has a stated value of $1 per share, with no cumulative voting
rights or preemptive rights. Holders of the common stock have the right.to elect the Company's
directors and to vote on other matters

¥

Long-Term Incentive Plans -

The Company's shareholders have approved the adoption of two stock-based long-term incentive
plans. The first plan was approved in 1996 (the "1996 Plan") and authorized the issuance of up to
3.5 million shares of common stock for the benefit of officers, key employees and directors. The second
plan was approved in 1999 (the "1999 Plan") and authorized the issuance of up to two million shares of
common stock for the benefit of directors, officers, managers, other employees and consultants. Under
the -plans, common stock may ‘be issued through the award or grant of non-statutory stock options,
incentive stock ‘options, stock appreciation rights, restricted’stock, bonus stock and performance stock.
As of December 31, 2006, there were 173,065 shares available for future awards under these two plans.
The Company may issue new shares, purchase shares on the open market, or issue shares from shares
the Company has repurchased to meet the share requirements of these plans

As. discussed "in Note A, the Company adopted SFAS ;No. 123 (revised) effective January 1,
2006. ' The Company adopted the "modified prospective application method" as provided for'in'SFAS
No. 123" (revised) which provides for compensation expense related to unvested stock awards to be
recognized prospectively. - Under the modified . prospectlve apphcatron method, compensation expense
for unvested awards is: recognized 'over the remaining service periods of those awards and the
cumulative change in compensation expense vested in prior periods is recognized in the period the new
accounting standard is adopted.

" R - . ol ot '.“‘-J." ,“,' e } o

: Stock Options. Stock options have-been granted at exercise prices equal to or greater than the
market value of the underlying shares at the date of grant. The fair value for these' options was
estimated at the grant date using the Black-Scholes option pricing model. The options expire ten years
from the date of grant unless terminated earlier by the Board of Dlrectors No stock options were

granted dunng 2006 or 2005 . TR R S

" :'.‘."J N s L
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T he following table summarizZes the transactions in the Company s stock options for 2006:

b I

P R T N A I T LAY SR Tae LT I e L Y
N . o - - ' e Wenghted , L
VROl ‘ SR £+ Weighted"'~ Average’” ' - U e
! S oal Col e .+ ' -Average.s 1 Remaining ., Aggregate t
e e . A . Exercise, Contractual Intrinsic
S cot Tt o' Shares Prlce . " Term - Value :
N T . -r,: ST L1 [ c - i "" URELLE _ {In thousands) -
Optlons outstandmg at Deccmber3l 20055 1,354,448 B¢ TN pha oo . e v .
‘Options exerciséd ..........5.. - (396,560) 7 7920+ f 3ol
. Options outstanding at December 3] 2006 ........ 957,888 L« <0 12:45 s 425 0§ . 1,400 ¢
Exercisable at December 31, 2006.... S M . . 1231, 1, 5+ & 402 ¢, .+, 19900

) The Company recelved approxnmately $3. 1 mllllon m cash for the 396 560 stock optlons
exerciséd in "2006. Dunng 2006 the Company reallzed $0 9 mlllnon in current tax beneﬁts at the
altematwe mmlmum '‘tax rate from the exercnse of. stock optlons No current tax benefits were reahzed
for the tax deductlon from stock OptIOHS exerc1sed in 2005 ‘and’'2004 because the Company was ina tax
net operatlng loss posmon The intrinsic value of stock optlons exercised in 2006, 2005 and 2004 was
$5.6 million, $7 g mllllon and $0. 5 mnlllon respectwely The fair value at grant date of optlons vested

durmg 2006, 2005 and 2004 was $1 ) mllllon $l 5. mlll1on and $1. 6 m1ll1on respectwely No OpthHS
were forféited or explred during 2006.

.'.‘

| l)_ T
Weighted
ot Coor Ty -+ Average,' .,n

Grant Date

el Shares Fair Value
Nonvested options at December 31, 2005 ...... 310,000 $ 6.50
' “Options vested .., (170,000} 6.80
" - Nonvested optlons at December 31,2006...... 140,000 6.14

The ! Company recorded compensation cost of $0.8 million in 2006, rélated to the - -140,000
outstanding unvested stock optign awards and the tax -benefit and capitalized costs related to these
compensatlon costs were less than $0.3 million. On January 2, 2007, 120,000 stock optlons vested for
which compensatlon expense was recognized by Decembér 31, 2006. Thé unvésted stock option ‘awards
have remaining $0.1 million of unrecogmzed compensatlon cost. That cost is expected to be recogmzed
in 2007. The weightéd average aggregate fair value at grant "date of these unvested stock optlons 1s'

$0.9 million. Weighted average assumptions and grant-date fair value ‘for optioris’ granted in' 2004 are
presented below: :

4

*t " Risk-fre¢ interestraté...1...L..... 4.01% * I B L T

+ ' Expected life, inyéars.........0.. 73 0 ! ST e e
Expected volatility .......... e 2242%- 0wt A e
Expected dividend yield............... -
BRI Fair value peroptlon ...... SO $4.87 : co
b . P T P e L i

.= ot , e
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Restricted Stock. The Company has awarded restricted stock-under its long-term incentive plans.
Restrictions from resale generally lapse and awards vest over periods of one to five years. The market
value of vested restricted Stock awards js expensed at the time of grant. The market value of the
unvested restricted stock at the date of grant is included in Capital in Excess of Stated Value in Common
Stock Equity and is amortized to expense over the restriction period. Approximately $1.6 million,
$1.4 million and $1.2 million was charged to expense related to restricted stock awards in 2006, 2005
and 2004, respectively. The deferred tax benefit related to these expenses was $0.6 million, $0.6 million
and $0.5 million for 2006, 2005 and 2004, respectively. The Company realized $0.4 million of current
tax benefits, at the alternative minimum tax rate, from the issuance of restricted stock-in 2006, No
current tax benefits were realized for the tax deduction from restricted stock issuances in 2005 and 2004
because the Company was in a tax net operatmg loss posmen ,Any capitalized costs related to these
expenses would be less than $0. 1 mllhon for all years. The aggregate intrinsic valué for’ restrlcted stock
vested durmg 2006, 2005 and 2004 was $l 9 million, $1.5 mrllron and $1. 4 million, respectlvely The
fair value at grant date for restncted stock vested in 2006, 2005 and 2004 was $1.6 million, $1.1 milliow
and $1.1 mrllron respectwely The outstandmg restncted stock has remammg SO 8 million of
unrecogmzed expense at December 31 2006 that is expected to be recogmzed over the welghted
average remaining contractual term ‘of the outstandmg restricted stock of approx1mately one year. The
aggregate intrinsic value of the 1 10 854’ Guistanding restricted shares at December 31 12006 was
$2.7 million.

The following table summarizes the unvested restricted stock transactions for 2006:

e st Weighted
. . . e Average
. N Total ' ' Grant Date
‘ _Shares " _Fair Value
Restricted shares outstanding at December, 31, 2005..... 124,973 $ . ,.17.87
Restricted stock awards ..., .. 17,054 L 19.85.. ..
Lapsed restrictions and VESHNG. ... ... .ccceergerrerrergornee e (91,173 17,79 .. ..
~ Restricted shares outstandmg at December 31, 12006..... 110,854 .- 1932

-

‘The welghted average falr values at grant date for restrlcted stock awarded dunng 2006, 2005
and 2004 are $19.85, $18.82 and $14.40, respectwel;,r . . ' .

The holder of a restricted stock award has rights as a shareholder of the Company, incltil‘ding ‘the
right to vote and, if applicable, receive cash dividends on restricted stock, except that certain restricted
stock awards require any cash dividend on restricted stock to be delivered to the Company in exchange
for additional shares of restricted stock of equivalent market value. +

Performance Shares. The Company has granted perfonnanceshare awards to certain officers
under the Company's existing long-term incentive plans, which provide for issuance of Company stock
based on the achievement of certain performance criteria over a three-year period. The payout varies
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between 0% .to 200% of performance .shares. On January. 1, 2006, 68,425 performance shares were
issued at the1175% performance level with a total cost of $1.4 million Which had been expensed ratably
over 2004 and 2005 The Company. realized ,$0.3 ‘million .of current tax benefits at the alternative
minimum tax rate from-the issuance of performance, shares in 2006. The requisite service period for
these shares ended December 31, 2005, and the shares had an aggregate intrinsic value of $1.4 million.
On January 1, 2007, 2008 and 2009, subject to meeting certain performance criteria, additional
performance shares will be issued. In accordance with SFAS No, 123 (revised), the Company will
recognize the rélated compensat:on expense by ratably, amortizing the ‘grant date fair market value of

awards over the requisite service- period and the. compensation: expense will- only be adjusted for

forfertures The actual number of shares issued can range from zero to 348,200 shares.

The fair market value at the date of grant for the three éeparate grants of performance shares was
based upon a Monte Carlo simulation. The Monte Carlo simulation reflected the structure of the
performance plan which calculates the share payout on performance of the Company relative to a defined
peer group over a three-year performance period based upon total return to shareholders. The fair market
value was determined as the average, payout of one million.simulation paths discounted to the grant date
using a risk-free interest rate based upon the constant maturity. treasury rate yleld curve at the grant date.
The expected Ivolatrhty of total return to shareholders Is calculated in accordance withthe plan's term
structure and includes,the volatrlltles of all members of the deﬁned peer group.

t N ’

The. followmg table .summarizes -the outstandmg performance share awards at the 100%

performance level:

v o ) . : R e . ; . oo

pe. ‘v.._ -, . " . . 1

L L N o - Weighted
. L ) . Average
Number Grant Date
Outstanding Fair Value
Performance shares outstanding at December 31, 2005 ..... 142,500 $ 20.27
Performance share awards ............cccoeeeeiiiccecnne 70,700 18.37
Performance shares issued...........cccecniiiiccnnnnnnennniiecennn. (39.100) 18.39
Performance shares outstanding at December 31, 2006..... 174,100 19.92

The outstanding performance awards have remaining $1.2 million of unrecognized expense at
December 31, 2006 that is expected to be recognized over the weighted average remaining contractual
term of the awards of approximately 1.2 years. The aggregate intrinsic value of the 174,100 outstanding
awards (based on 100% performance level) at December 31, 2006 was $4.2 million. The weighted
average grant date fair value of performance shares awarded during the years 2006, 2005 and 2004 was
$18.37, $22.55 and $18.39, respectively. -‘The fair value of performance shares which vested in 2006
was $0.8 million with an intrinsic value of $0.8 million. There were no performance shares which
vested in 2005 and 2004.
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+ During the-first. quarter of 2006, the Company recorded a-cumulative adjustment to operating
expense related to 2004 and 2005. performance stock awards to reflect the implementation of SFAS
No. 123 (revised) which reduced expense by $0.7 million pretax, $0.4'million after-tax. . For 2006, the
Company recorded »$0.4 million of compensation-expense for the’ performance share awards which
included the cumulatwe adjustment ERE T : b .

B e L . -
) : Prior to 1mplementmg SFAS No ‘123 (revised) the Company recognized compensatlon expense
for’ performance share awards by ‘Fatably aniditizing their fair fharket value at the end-of the reporting
period based on the Company's'performance at ‘that' time -over thé pérformance cycles. The Company
recorded compensation expense related to’ performance $hare awafds of $1°5 million and $1.6 million
for 2005 and 2004, respectlve]y The deferred tax related to these expenses was $O 6 ml"lOI] for 2005
and 2004 a

Common Stock Repurchase Program ' "

" In Septembér 2006, the Board ‘of Directors (the “Board“) -authotizéd the repurchase of up to
2.3 million- shares of the Companys outstandmg common' stock (the "2006- Plan") The ‘shares
athorized uiidér the 2006 Plan are in addmon to the shares which were avallable under a buy back
program previously approved by the: Board ‘in February 2004 (the-"2004 Plan"). "No common stock was
repurchased during 2005. During 2006, the Company repurchased 2,660,820 shares of common stock at
an aggregate cost of $62.4 million. ~ As of December 31, 2006, no shares remain available under the
2004 Plan, and approxnmately 1.3 miltion shares remain authonzed to be repurchased under the 2006
Plan. The Company may in the future make purchases of its stock pursuant to its stock repurchase plan
at opéh market prices and may engage in private transactions, where appropriate. The repurchased
shares will be available for issuance under employee benefit and stock option plans, or may be retired.

.
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Reconciliation of Basic and Diluted Earnings Per Share

e ¥
-

"The reconciliation of basic and diluted earnings per share before cumulative eftect of accounting
change and extraordinary item is presented below:

HE
R

Year Endéd December 31; 2006

Lt

) v ‘ _Income - '~ Sharés ' Per'Share
(In thousands)
Basic earnings per share: C
Income before extraordinary item and ' J e
cumilative effect of accountmg change............. $ 61,387 . 47,'663,'890 $§ 129
Effect of dilutive securities: e e o S
. Unvested restricted StoCK.....ovrovrvveernrrriiinsiniennns = ) 57 459 o
."Unvested performance awards................. e . v 87,147
- Stock optlons_ e e v .= .. 355371,
T R IR U U BN STAE
‘Diluted earnings per share
Income before extraordmary itemand,, . '
" cumulative effect of accountmg change..;.' .......... T8 6138 i 48,164,067 $ 1.27
A . ___ Year Ended December 31, 2005 _
erc L, _ , : : Income ._Shares . Per Share
(In thousands)
Basic earnings per share:
Income before extraordinary item and ‘ :
cumulative effect of accounting change........... $§ 36,615 47,711,894 % 0.77
» Effect of dilutive securities:
Unvested restricted StOcK.......covvevirvecvernnieeenriennn. . - . 46,284
Unvested performance awards..................... e - - 90,295
Stock Options ...........cececveen reeeetr e e rnaresrnenans - 459437
Diluted earnings per share: _
. Income before extraordinary item and : .
cumulative effect of accounting change............. $_ 36615 _48307910 $ 0.76
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Year Ended December 31,2004 © = -

Income Shares Per Share
. . . . .«(Inthousands) . - - o
Basic earnings per share: o ' A
Income before extraordinary item, and
cumulatlve effect of accountmg change ............. $ 33,369 47,426,813 § 0.70
Effect of dilutive securities: A '
Unvested restricted StocK.....oovveeerrevvineecinereveniine - 50,008 .
Unvested performance awards.............cccccecrmennnn - 134925
Stock options ............ et nea ettt n s - 507975 o
R 1 Lo . T ' . p.
Diluted earnings per share: )
Income before extraordinary item and ©
cumulative effect of accounting change............. .8 33369 _48019:721 '§ 069

Options excluded from the computation of diluted earnings per share because the exercise price
was greater than the average market price for the periods presented are as follows:

_Years Ended December 31, ! '

- R | 2006 .. - . 2005 2004
Optlons excluded........ i e = - 178,845
- Exercise price rangé............i: $ . — $ - $13.77 - $15.99
1 \ i I N
[ BN Nl
. HIR
i . T
i
+ v [
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F. Accumulated Other Comprehensive Income:(Loss) - -~ f o
Accumulated other comprehensive income (10ss) consists of the Tollowing components (in
thousands): . - - : :
- el
Net Unrealized ., Unrecognized :
' Gains (Losses) Pension and Net Losses | " Accumulated
. on Postretirement + - on - Other
ot Marketable . Benefit ., ,, , Cash Flow Comprehensive
, ’ Securities _Costs . . Hedpes . Income (Loss)
Balance at December 31, 2003 ........... i S 6414 S (16027 7§ - $ 0 (9,613)
Other comprehensive 1085...........ootvne, e (T (1,413 +- - y (1,487)
Income tax benefit........ccoeevmvenrnncnnes 15 532 C- 547
Balance at December 31, 2004 ................... 6,355 (16,908) - . - % {10,553)
Other comprehensive loss................ S~ (2,359 -0 (6,128), . (22,296) - .., (30,783)
Income tax benefit.............. e ereen __ 472 2299 8308 . 11,169
Balance at December 31, 2005 ......oe....... T 4468 (20,737) (13,898) (30,167)
Other comprehensive income ................ 9,466 16,923 . 263 . 26,652
Income tax eXpense ... icnieneiennes - (1,893) (6,348) | ©(99) (8,340)
SFAS No. 158 adoption, net of ‘ R o .
tax of 83,879 ............ rearerenne e . N . (6,461) o - (6,461}
Balance at December 31, 2006 .................. S 12,041 3 16,623y § (13,73 § (18,316}
) + ; A ' " : o
5 S
s M- H I i
K 3 i " Fy
> 4 b A ; 4 .
' K . I | !
, ~ Lot + ' k| +
[ S (Y "’! .
. ‘ . ! 1
k. ' e v, \ R
PR R '
I - ¥ ! e ! i T H
N - '_' . 1 i - ¥ i -"‘ LN
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G.  Long-Term Debt and Financing Obligations .. . Lo
Outstandmg long-term debt and ﬁnancmg obllgatlons are as follows ‘ o
December 3].-1.
2006 2005
- v, . (In thousands)
Long-Term Debt: j vl Lo
Pollution Control Bonds (1): ‘ : K
2005 Series B refunding bonds, due 2040 ......... ST $ 63,500 $ 63,500
4.80% 2005 Sefies A refunding- ‘bonds, due 2040.....50 . i TR 59,235 59,235
2005 Series C refunding bonds, due 2040 .......ccooovvieimeieieci - 37,100 37,100,
4.00% 2002 Series A refunding bonds, due b 1% 72 ' 33,300 ., 33,300
" Sentor Notes (2). ‘ o T - . ; bt '
Senior Notes, net of discount, due 2035 .......cocoeeeee. ST 397,730 - 397.703
Total long-term debt ... - 590,865 590,838
Fmancmg Obligations: _ . ‘ _ ,
Nuclear fuel ($20,975 due in 2007) (3) ............................ e 46,240 41,907
Total long-term debt and ﬁnancmg obhgatlons ................................ 637 105 . 632,745
Current Portion (amount due within one Year)........cccoccovvvinrinninieinrcsneenen (20 975) (21,727)

$§ 616J3038 611,018

(1) Pollution Control Bords

The Company has four series of tax exempt Pollution Control Bonds in an aggregate principal
amount of approximately $193.1 million. Upon the occurrence of certain events which includes the
remarketing of the bonds, the bonds may be required to be repurchased at the holder's option or are
subject to mandatory redemption. - On August 1, 2005, the Company reissued three series of
pollution control bonds in the amounts of $63.5 million, $59.2 million and $37.1 million. The
$59.2 million bonds which mature in 2040, were reissued with a fixed interest rate of 4.80% and an
effective interest rate of 5.27% after considering related insurance and issuance costs. The
$63.5 million and $37.1 million bonds, which also mature in 2040, were reissued with a variable rate
that is repriced weekly, 3.85% at December 31, 2006. The Company also remarketed $33.3 million
of pollution control bonds which bear a fixed interest rate of 4% until August 1, 2012 which is the
date the bonds are due to be remarketed. The effective interest rate for these bonds is 4.70% after
considering related insurance and issuance costs. The interest rate will remain at its current fixed
interest rate until remarketing in August 2012, The reissuance and remarketing replaced four series
of bonds which were subject to mandatory tender or remarketing as of August 1, 2003.
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(2) Senior Notes

- The Company, filed a shelf .registration statement on-Form S-3 with the Securities and: Exchange

Commission which became effective in May- 2005. The shelf registration statement,.enables the
Company to offer and issue debt securities, first mortgage bonds, shares of stock and certain other

_securities from time to time in one or more offerings of up to $1.0 billion.

" In May 200, the Company issued $400.0 million aggregate principal amount of its 6% Senior Notes

due May 15, 2035 (the "Notes") under its shelf registration statement. The proceeds from the
issuance of the Notes -of $397.7 million (net of a _$2.3 million discount) were used to fund the

. retirement of the Company's first mortgage bonds. .

3.

The Company has avarlable a $150 mrlllon credlt facr]rty that was renewed. in 2006 for a ﬁve -year
term ending April 2011. Durmg the term of the agreement, the credit facility may be increased to
$200 million. The credit facility provides for up to $70 million for the financing of nuclear fuel,

~which is accomplished through a trust that borrows under the ‘facility 0 acquire and process the

nuclear fuel. - The’ Company is obligated to repay' the trust's borrowings with interest. In the
Company's financial statements, the assets and liabilities of the trust are reported as assets and

‘liabilities of the Company Any amounts not borrowed by the trust may be borrowed'by the

Company for workmg capltal needs. The werghted average interest rate on the credit facility was
5:9% as of December 31,2006~

]

The $150 million credit facrllty requrres compliance with certam total debt and interest coverage
ratios. The Company. was in compliance with these requirements throughout 2006. “No amounts are
currently outstanding on this facility for working capital needs.- : T

.o I . . . :
! e . oot ot W'

Excluding future obligations and maturities related to nuclear fuel purchase commitments, the

Company has no scheduled maturities of long-term debt and financing obligations for the next five years
as of December 31, 2006.

96




EL PASO ELECTRIC COMPANY AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

H. Income Taxes

The tax effects of temporary differences that'give rise to-significant portions of the deferred tax
assets and liabilities at December 31, 2006 and 2005 are presented below (in-thousands):

e

oo Ty December 31,
2006 2005
Deferred tax assets: 4o S ro B
Alternative minimum tax credit carryforward.......!.'..........‘.. $ - 50 172 $ " 44818
" Pensions and benefits ..........loveeirreeceecennmneneenns S e . 053 962 56,500
Benefits of tax loss carryforwards...........cccceennneeenn AR e = o *34,246
Asset retirement obligation ... 25,644 23,449
Investment tax credit carryforward ..........ccccoovcu... Dlontr L s 2,577
OtheT oo eereerenr e 17,973 20,734
Total gross deferred tax assets ........ et 7 147,751 - 02182,324
Deferred tax liabilities: C o l,- , ‘. S - o :
Plant, principally due to depreciation ‘ C e e ‘ .
and basis dlfferences e s rvseareens T (232,905) . (225,053)
Decommissioning............ Hiressssiassass e sasas e saaa bR e . (31,118) (27,083)
Deferred fUel.........oooovvuvepuvvisturemensmmnsissorpsreeeneeesieenssssssssesas S (14433) (30,258)
OHRET ..ottt ee e e s e reesens , (13 167). . (20,535)
Total gross deferred tax liabilities................ S ' _(291:623) (302,929)
Net accumulated deferred income taxes........... 3 ( 143 872) '$ (120,605)

‘ Based on the average annual book income before taxesifor the prior three years, excluding the
effects of extraordinary and unusual or infrequent items, the Company believes that the net deferred tax
- assets will be fully realized at current levels of book and taxable income.
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The Company recogmzed mcome taxes-as foIlows (in thousands) R _- ‘ !
o e et ot et Years Ended Deceniber 31,
' C e P cet 2006 - 2005 2004
Income tax expense: v ' o -
Federal; ., Lol , VISR I S BEETRRREN | R S N
CU_!'_I'Cnt .............. v erreeriaranennerene S L T $ N 7,973 3 . (4,909) $ - 10,542
Deferred.. ..o e 27.496 23,046 10,905
o Total federal income taxo v, o 35469 <t 18,137 . 21.447
b : .. : P PR T A < P
State . i . . T H s : :
Current...........c..... e TereeaTp s e et bt st s et ere e s 1,007 (1,788) (1,745)
Deferred........... B VR (6.845) 1,583 (9,499)
"7 Total State income tax ..........oovvevereereernennn. (5.838) _(205) (li 244)
.+ Total income tax EXPENSE .ot 29,631 . 17,932 KN lO 203
Tax expense classified as extraordinary gain . ) -
‘on re-application of SFASNo. 71 ... Lo 3568 s L = (1 005) -
Tax benefit (expense) classified as cumulative o BT T SN S T
effect of accounting change...—.-.: ........................ - 657 s e
Total income tax expense before extraordmary T
-item and cumulative effect of accounting o . e
ChANZE ..o $ 26,066 $ 18 589 3 9,198

.

.5, The current federal income tax expense for 2006 results pnmanly, from the accrual of altematlve
minimum tax ("AMT"). The current income tax expense for 2005 results primarily from a reversal of
AMT for prior years as a result; of, increased tax deductlons due to several method changes primarily
related to tax depreciation and repair allowances. The. current income tax expense for.2004 results
primarily from the accrual of AMT:> Deferred federal income tax includes an offsetting AMT expense of
$8.4 million and $6.7 million for 2006 and 2005, respectively, and an offsetting benefit of $13.9 million for
2004. The reduction in deferred state income taxes is a result of legislation approved in Texas revamping
the state franchise (income) tax. The tax legislation changes the franchise tax from a tax:based upon either
taxable capital or taxable 1 income to a 1% tax on taxable margins. The revised franchise tax is.effective for
tax .payments in 2008 based upon 2007 taxable margin. The Companys taxable margin is based upon
revenues taxable for federal income tax purposes less cost of goods sold which includes all costs of
producmg electncnty, but does not include post-productlon costs. Even with the lower tax rate, the
expansmn of the tax base will result.in higher franchlse tax expense begmnmg in 2007.

' ‘ i AT e .

-z For accountmg purposes the revnsed franchise taxis an income tax subject to the requirements of
SFAS No. 109, "Accounting for Income Taxes". ..SFAS :No. 109 réquires that deferred tax: assets and
liabilities be adjusted for changes in tax law in the period of change. As a result, the Company recorded a
$6.2 million reduction in‘its et déferred tax hability in‘the! second quarter of 2006 and a cbrresponding
reduction in income tax expense. The adjustment to the net deferred income tax liability includes: (i) a

L




EL PASO ELECTRIC COMPANY AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL'STATEMENTS

reduction of $2.7 million in net Texas deferred income tax liabilities associated with temporary
differences that will not reverse in the future under the revised franchise tax ealculation; (i1) a reduction
of $6.8 million in net Texas deferred income tax liabilities for the change in tax rate from 4.5% to 1%
effective’in 2007; and (iii) an increase of $3.3 million in deferred federal income tax liabilities to reflect
the change in deferred féderal income taxes associated with deferred Texas franchise taxes.

The state income tax benefit for 2004 results primarily from the state effects of the re- appllcanon
of SFAS No.71 to the Company's New Mexico jurisdictional operations and an IRS settlement in 2004.

Income tax provisions differ from amounts computed by applying the statutory federal income
tax rate of 35% to book income before federal income tax as follows (in thousands):

Years Ended December 31,

2006 . 2005 _ 2004
Federal income tax expense computed
0N INCOME At StAULOTY TALE ....cvveeceresreeneneecreemise e, $ 33938 .§ 18,709 -$' 15,881
Difference due to: : .o s
State taxes, net of federal benefit...............ooooiiiieen © 2,184 . “(133) * .+ (2,485)
Deferred tax adjustment for change in Texas e S
franchise (income) tax ..........coccuuen. ivvereereeresnenaeneas e 6,174y -+~ = -
State taxes, net of federal benefit on - e
re-application of SFAS No. 71 ..ccooviinniiniinnininnns - - (4,823)
Other tax regulatory assets and liabilities on
re-application of SFAS No. 71 ... - - 4,846
Reduction in estimated contingent tax liability ............ .= S - (3,520)
OBET ovveveevveersi e reemssesssa st seesssresans e (317) _ (644)" 304
Total INCOME 1ax EXPENSE .....0 oot SR TUPSRRON 29,631 . 17,932 - 10,203
Tax expense classified as extraordinary gairv on- - o o , o
re-application of SFAS No. 71 ..o, (3,565 -+ -~ , (1,005)
Tax benefit (expense) classified as cumulative et ’ : S
effect of accounting Change ............iveeeesivcnncnn il Pt~ : 657 =
Total income tax expense before extraordinary ot '
item and cumulative effect of accountmg ' E T
change............... et b ereeae et b et e et ens b 26,06g $§ -18589 -§ - 9,198
Effective income tax rate ........ Lveeeene et : 31 0% 33.5% 224_5%

The effectlve tax rate in.2006 excluding the adjustment to deferred income taxes for the ohange in- Texas
franchise (income) tax law of $6.2 million was 36.8%. The effective income tax rate in 2004 excluding
the tax benefit associated with the reduction-in estimated contingent tax liability of $3.5 mllllon and
state taxes net of federal beneﬁt of $2 7 million was 36.2%. See Note . : :

As of December 31 2006 the. Company had $50.2 million of AMT credit canyforwards “that
have an unlimited life. ‘ ‘ o
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| B Commitments, Contingencies and Uncertainties ~ ~ -~ - ! . . 507
' Coa e e T NI Lot AT e T
Power Contracts o R T T R P R
’ ‘ '- o . '. lU. i sy, . r v

As of, December 31 2006 the Company had entered ‘into the fo!lowmg s;gmﬁcant agreements
with. various counterpartles for forward firm purchases and sales of electrlcrty »

| -..JXypeofContract. !anan‘tig_” et .“Term_.‘it.{.,d_ PR
Power Purchase and Sale Agreement 100 MW 2006 through 2021~ ™
Purchase Capacuy o 133 MW 2006 through 2025
Purchase On peak Energy a2 o 100 MW - 2008

Sale On -peak Energy ' » © 2100 MW 2008

¥

In addition to the above transactions, the Company has also entered into.several agreements with

various counterpartleis for the forward firm purchases and sales of electricity during the first quarter of
2007: vy v b

A 4 - Y Vg
] » PR HE . n’, ! ' . L) ]

oy r, ‘e

Type of Contract Quantity | Term
"Purchase On-Peak Energy o .50 MW " st Quarter 2007
Purchase Off-Peak Energy T S0MW  “ st Quarter 2007 *
~ “ Sale On-Peak Energy = = S50 MW" * st Quartér'2007 s
Sale Off-Peak Energy = -* - 125 MW ' lst Quarter 2007r : e
Environmental Matters =~ -~ © M oo Ta o0ty -,:I T

, L Lo f [ .o LN ) ‘o

+ .+ ~The Company is subject to regulation with respect to air,'soil and water quality, solid:'waste
disposal and other environmental matters by federal, state, tribal and local authorities. Those'authorities
govern current-facility operations and have' continuing jurisdiction over facility‘modifications. Failure
to comply with-these environmental regulatory requirements can result in actions by 'regulatory agencies
or-other authorities: that might seek to impose on the Company administrative, civil,- and/or criminal
penalties. If-the United-States regulates. green house gas emissions, the Company's fossil fuel generation
assets will be faced with the additional cost of monitoring, controlling and reporting thése emissions. A
significant portion of the Company's generation assets are nuclear and gas fired. As a result, the
Company ‘does not’ believe such regulations would impose greater burdens ‘on’the ‘Company'than on
most other electric- utilities. In addition, unauthorized releases of pollutants or contaminants into’ the
‘environment can ‘result in costly cleanup obligations that are: subject to enforcement by regulatory
agencies. Environmental regulations can change rapidly and are often difficult to" predict. While-the
Company strives- to prepare for and implement changes necessary to .comply - ‘with ~changing

environmental régulations; substantial expendltures may be required for the Company to comply with
such regulations in the future, -» =~ i LT 5o T S S I

sl

100




EL PASO ELECTRIC COMPANY AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

The Company analyzes the costs of its obligations arising from environmental matters on an
ongoing basis and believes it has made adequate provision in its financial statements to meet such
obligations. As a result of this analysis, the Company has a provision for environmental remediation
obligations of approximately $2.0 million as of December 31, 2006, which is related to compliance with
federal and state environmental’standards. However, unforeseen expenses associated with compllance
could have a material adverse éffect on the future operations and financial condition of the Company.

The Company incurred the followmg expenditures to comply with.federal environmental statutes
(in thousands): - -, , y . s _ . ‘
I AT

Years Ended December 31,

2006 2005 _2004 .-
Clean Air Act ....cccoreevrnrcnnn. § 1,203 $ 1,106 § 762
Clean Water Act(l) ...... SO t 2,004 c 1‘708 1,206

(1) Includes $1. lmllllon and $0.6 million in remediation costs for the twelve months ended
December 31, 2005 and 2004, respectlvely

Along with many other companies, the Company recewed from the Texas Commission on
Environmental Quallty ("TCEQ") a request for information in 2003 in connection wnth environmental
conditions at a facxllty in San Angelo, Texas that was operated by the San Angelo Electric Service
Company ("SESCO") In November 2005, TCEQ proposed the SESCO site for listing on the registry of
Texas state superfund sites and mailed notice to more than five hundred entities, including the
Company, indicating that TCEQ considers each of them to be "potentially responsible parties” at the
SESCO site. The Company received from the SESCO working group of potentially responsible parties
a settlement offer in May 2006 for remediation and other expenses expected to be incurred in connection
with the SESCO site. The Company's position is that any liability it may have related to the SESCO site
was discharged in the Company's bankruptcy. At this time, the Company- has not agreed to the
settlement or to otherwise participate in the- cleanup of. the SESCO site and is unable;to predict.the
outcome of this matter.. While the Company has no reason at present to believe that it will.incur
material liabilities in connection with the SESCO site, it has accrued $0.3 million- for potential-costs
related to this matter. , - . i . Lo ' . "

In.the first.quarter of 2006, a fuel oil release was discovered at one of the Company's local
generating plants. The fuel oil from an above ground storage tank spilled due to a pipeline malfunction
and was contained inside a safety corridor. It is estimated that approximately 95% of fuel oil released
was recovered and placed back into the fuel inventory. During the second quarter of 2006, the Company
completed its assessment of the situation and started-the remediation process on the contaminated soil
containing the remaining.5% of.the fuel oil... The estimated cost to address this incident is $0. 8; million
which has been recorded as maintenance expense in the Company's financial statements. IR '
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On September 26, 2006, the Secretary of the New Mexico Environment Department issued a
Compliance Order concerning the Company's Rio Grande Generating Station, located in Dofia Ana
County, New Mexico. The Compliance Order alleges that, on approximately 650 occasions between
May 2000:and September 2005; the Rio Grande Generating Station emitted sulfur dioxide, nitrogen
oxides or.carbon monoxide in excess of its permitted emission rates and failed to properly report these
allegedly excess emissions. The Compliance Order asserts a statutory authority to seck a civil penalty
of up to $15,000 per violation for each of the violations alleged. The Company disputes the allegations
made and has requested a hearing before the. New Mexico Environment Department on the matter.
While the Company .cannot predict-the outcome of this matter, it believes no penalties have been
incurred. :

Except as described herein, the Company is not aware of any other active investigation of its
compliance with environmental requirements by the Environmental Protection Agency, the TCEQ or the
New Mexico Environment Department which is expected to. result in any material liability.
Furthermore, éxcept as described herein, the Company is not aware of any unresolved, potentially
material liability it would face pursuant to the’Comprehensive Environmental Response, Comprehensive
-Llablllty Act of 1980 also known as the Superfund law

i . [ e Co)t : .
TaxMatters\ ey P o
. ) Wh -, Coe | CF ) .-

The Company's federal income-tax returns, for the years 1999 through 2002 have been examined
by the IRS. On May 9, 2005, the Company received an IRS notice of proposed deficiency. The primary
audit adjustments proposed by the IRS related to (i) whether the Company was entitled to currently
deduct payments related to the repair of the Palo Verde Unit2 steam generators or whether these
payments should be capitalized and depreciated and (ii) whether the Company was entitled to currently
deduct payments related to the dry cask storage facilities for spént nuclear fuel or whether'these
payments should be capitalized and depreciated. The proposed IRS adjustments would affect the timing
of these deductions not their ultimate deductibility for federal income tax purposes. The Company has
protested the audit adjustments through administrative appeals and believes that its treatment of the
payments is supported by ‘substantial legal authority. In the event that the IRS prevails, 'the resulting
income tax and interest payments could be material to the Company's cash flows. The IRS is currently
performing an examination of the 2003 and 2004 income tax returns.

The Company has established, "and, penodlcally reviews and re-evaluates, an estimated
contingent tax liability on its consolidaied balance sheet to provide for the posmblllty of adverse
outcomes in tax proceedings. Although the ultimate outcome of the ongoing examinations cannot be
predicted with certainty, and while the contlngent tax liability may not in fact be sufficient, the
Company believes that the amount of contingent tax liability recorded as of December 31, 2006 is a
reasonable estimate of any additional tax that may be due
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MiraSol Warranty Obligations,', TR S S A
- . e, n e e T L.l Lt l‘ ol ' N . - ' ] B ot

M:raSol is an energy services subsidiary Whlch offered a vanety of services to reducerenergy use
andfor lower energy costs. MiraSel was not a power marketer. On July 19, 2002, all sales activities of
MiraSol ceased. MiraSol remains a going concern in.order to satisfy current contracts and warranty and
service obligations on previously- installed projects. Based on an-analysis performed by the Company,
an additional $0.5 million in potential warranty claims were-identified and expensed during 2006. As of
December 31, 2006, the Company has a reserve for warranty claims in the amount of approximately

$1.8 million. Accruals, charges and balances for the reserve for warranty claims-are as follows:

Years Ended December 31,

Balance at beginning of year ...~ § 1,288 ~ § 1305 " -%" 1,500
Accrual of warranty costs............. 500 . - -
Charges for work performed ........ o 3). (17 - (195)

Balance at-end of year .....................; f’_n ,Z§§ § 1 §§ . § 1,305

While no other probable warranty llabnhtles have been 1dent1ﬁed at thlS tlme if it is determined
at a future date that MiraSol has further obiigations to any customer, and contributions from MiraSol, its
subcontractors or any other third party are insufficient to honor the warranty obligations, the Company
intends to honor any such warranty obligations after making appropriate regulatory filings, if any.

- T o

Lease Agreements L R

The Company has operating leases for admijnistrative off' ices and certain warehouse facilities.
The administrative offices lease expires on May 31,.2007. The mmlmum lease payments for 2007,
through the term of the lease, are $0.4 million, The warehouse fac1l1t|es lease expires.in December 2009
and has three concurrent renewal options of one year reach. The lease payments are $0.3 million
annually. The lease agreements do not impose any | restrlctlons relating to issuance of additional debt,
payment of dividends or entering into.other lease arrangements The Company has no sugmf' icant capital
lease agreements.

The Company's total annual rental expense rélated to operating leases was $1.7 million,
$1.1 million and $1.2 million for 2006, 2005 and 2004, respectively, As of December 31, 2006, the
Company s minimum future rental payments for the next f' ive years aré as follows (in thousands)

2007 o ettt e e $ 1,020
2008 e, eerer v s eenenone et : * 590
2009 ... e e e 550
20710 S e © 170 ‘o
201 e es et ee s 100

103




EL PASO'ELECTRIC COMPANY AND SUBSIDIARY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Union Matters - ‘ TS . T
[P "..gj .. toer .

: The Company has hlstorlcally had a:union-workforce of* approx1mately 3000 employees In 2003
and 2004 136 additional "employees, from the -meter -reading, collections, -facilities services, and
customer service areas, voted to join the union. The union contract for the historical group of 300 union
employees expired on Juné 30, 2006, and currently all 436 union' employees’ are ‘working ‘without a
contract. The Company has been engaged in negotiations with the union on a new collective bargaining
agreement for all the union employees since May 2006. The Company has. accrued approximately
$0.3 million for retroactive pay increases for the historical group of 300 union employees for the third

and fourth quarters of 2006.
J. Litigation

The Company is a party to various legal actions. In many of these matters, the Company has
excess casualty liability insurance that covers the various claims, actions and complaints. Based upon a
review of these claims and applicable insurance coverage, to the extent that the Company has been able
to reach a conclusion as to its ultimate liability, it believes that none of these claims will have a material
adverse effect on the financial position, results of operations or cash flows of the Company.

On May 21, 2003, the Company was served with a complaint by the Port of Seattle seeking civil
damages under the Sherman Act, the Racketeer Influenced and Corrupt Organization Act, and state
antitrust laws, as well as for fraud (Port of Seattle v. Avista Corporation, et al., No. CV03-1170P). The
complaint was filed in the United States District Court for the Western District of Washington. The
complaint alleges that the Company, indirectly through its dealings with Enron, conspired with the other
named defendants to manipulate .the California energy market, which had the effect of artificially
inflating the price that the Port of Seattle paid for electricity. The Company, together with several other
defendants, filed a motion to dismiss. On May 12, 2004, the Court granted the Company's motion, and
the suit was dismissed. The Port of Seattle filed an appeal of the Court's decision with the U. 8. Court of
.Appeals for the Ninth Circuit. On March 30, 2006, the Court of Appeals upheld the dismissal of this
matter. No further appeal was filed and the dismissal is final.

. On May 5, 2004, Wah Chang, a specialty metals manufacturer which operates a plant in Oregon,
filed suit against the Company and other defendants in the United States District Court for the District of
Oregon. (Wah Chang v. Avista Corporation, et al., No. 04-619AS). The complaint makes substantially
the same allegations as were made in Port of Seattle and secks the same types of damages. In addition,
on June 7, 2004, the City of Tacoma filed suit against the Company and other defendants in the United
States District Court for the Western District. of Washington (City of Tacoma'v. American Electric
Power Servicé Corp., et al, C04-5325RBL). This complaint also makes substantially the same
allegations as were made in Port of Seattle and seeks civil damages (including treble damages) from the
Company and the other defendants for violations of certain antitrust provisions under the Sherman Act.
Both of these matters were transferred to the same court that heard and dismissed the Port of Seattle
lawsuit and on February 11, 2005, the Court granted the Company's motion to dismiss both cases.
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Wah Chang and the City of Tacoma have both filed notices of appeal with the U.S. Court of Appeals for
the Ninth Circuit. The parties have filed briefs in both cases and oral arguments are scheduled for
April 10, 2007. Whileithe Company, believes that these: matters.are without merit and intends to defend
itself vigorously, the Company.is unable to predict the outcome or-range of possible loss. = .

T VI B T B S,y e

See Note B -for, discussion of -the -effects;iof government legislation and:regulation on the
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K. ' Employvee-Benefits B R LU P L S S TE R - I
: vt
Retirement Plans

The Company's Retirement Income Plan: (the, "Retirement Plan") covers employees who have
completed one year of service with the Company and work at least a minimum number of hours each
year. The Retlr’ement Plan is a quahﬁed noncontrlbutory defined benefit plan. Upon retirement or death
of a vested plan participant, “assets of the Retirement Plan are used to pay benefit obligations under the
Retirement Plan. Contributions from the Company are at least the minimum funding amounts required
by the IRS under provisions of the Retirement Plan, as actuarially calculated. The assets of the
Retirement Plan are invested in equity securities, debt securities and cash equwalents and are managed
by professmnal investment managers appointed by the Company. _

.
BN

The Company has two non-qualified retirement income plans that are non-funded defined benefit
plans. One plan covers certain former eniployees of the.Company, and the other plan, an excess benefit
plan adopted during 2004, covers certain active and former employees of the Company. The ‘benefit
cost for the non-qualified retirement income plans are based on substantially the same actuarial methods
and economlc assumptions as, those used for the Retlrement Plan .

The obligations and funded status of the plans are presenited below (i thousands):

! TN T

ot SR e e e - December 31,
- - ST e - e 206 - 2005
o a Non- Non-
o Qualified ’ Qualified
' ' ' ** " "Reétirement ' Retirement Retirement  Retirement
3 Income ° " Income Income Income
e . L Plan__ ¢ Plans Plan Plans

I L ) P ' T

Change in projected benefit obligation: '
Beneflobllgatlon at end ofprlor year....”i..0 § 181,191 '$ 23,523 .8 165281 "% ~ 21,404 ° - ¢

Service cost .. 5,466 ’ 141 .. 5,021. 143
INEErest COST v 9,892 1,236 9,351 1,281
Actuarial loss (2ain} ...t e ($,043) 5 (1,085) -, +- 6,528 - 2,324
Beneﬁts pald e (5,284) (1,703) (4,990 (1.629)
Benef’u obllganon at end of year 182,222 L2212 181,191 23,523
i 1 PR . T " AR ’ H
Changemplanassets P T ot ot e, oo
Fair value of plan assets at cnd ofprlor year.... - r 123, 492 e = on o 105,682 - ’
Actual return on plan assets ..o 16217 - 4,500 -
Employer contribution............ccoocovceeienincnen. 12,000 1,703 18,300 1,629
Benefits paid.... {5.284) (1,703) {4.990) (1.629)
Fair value of plan assets at end of year 146,425 - 123,492 -
Funded status at end of year......coocvvvevvernnn. S (35797 §_ (22,112) (57,699) (23,523)
Unrecognized net actuarial loss .................. . 62,433 5,764
Unrecognized prior service cost.................. _ 153 973
Prepaid/( Accrued) benefit cost............. b 4887 3 (16,786)
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Amounts recognized in the Company's consolidated balance sheets consist of the following (in
thousands): :

December 31,
. " ay v 2006 . y 2005
I T Cipee oty o Non- | ~ Non-
SR | Quatified _ Qualified , .
" ‘ Retirement Retirement ~  Retirement Retirement
T e B - " Income Income Income Income
oo oot Plan. *_Plans ~Plan - _ Plans .
{. I = . L .
Prepaid benefit cost. ..... e $ $ - .
Accrued benefit cost. ... e ' (24 976) T20,976) T
INEANEIDIE ASSELS e sniind 5 R D £ TO153 -
Accumulated other comprehenswe income...... 29,710 4,037
- Current Habilities.......toeveveees e 30, W8 - $ (1,649), - - -
" Noncurrent liabilities.........cc...coooiiiini, — (35.797) (20,463) - - - -
TOtAl i $ 1; 29D 8 (22,112) | § 4,887 §. . (16,786)

" The accuniillated benéfit obllgatlon for all - retiremént

$169.4 million at December 31, 2006 and 2005, respectlvely The

excess of plan assets is as follows (in thousands):

plans was $172.7 million' and

accumulated benefit obligation in

LA

) . December 31,
Co o >~ 2006 2005
' " B Non- Non-
, Qualified Qualified
' , Retirement - Retirement Retirement Retirement
- Income . Income Income Income
Plan . _ - Plans Plan Plans
Projected benefit obligation.........ccoceiiinnns. $ (182222 §  (22,112) $ (18L,i91) $° (23,523
- Accumulated benefit obligation. ... (151,569}, (21,101) (148,488 . (20,976)
Fair value ofplan ASSEIS...cooe b s e © 146, 425 - 123,492 -

3

On December 31;' 2006, the' Company adopted SFAS No. 158 "Empioyer's Accounting for
Defined Benefit Pension and Other Postretirement Plans”, which amended SFAS No. 87 and” 'SFAS
No. 132R. The Company uses a measurement date of December 31 for its retirement plans; therefore,
there were no adjustments related to a change in measurement date as a result of the adoption of SFAS
No. 158. For the incremental effects of applying SFAS No. 158 refer to page 114. -

5o

v . v
i . . : .
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" .+ Améints recognized in accumulated comprehensive income that have not been' recognized as a
component of net periodic benefit cost in accordance with SFAS No. 158 consist of the following -at
‘December 31, 2006 (in thousands):

. T . . TTh Non-Qualified
s e Retlrement B Retirement
: : . R . :Income _.-_': Income
R LR o L b ’ ~ .Plan . Plans
NEt 10SS ..o veeereeeesreeereeereeen _— $ 44,000 S 4379+ .
- Prior service COSt...oovvniinrrnnininnn _ 132 v 879 cr
Total............... e et S 44,132 $ - 5288
The following are the weighted- average actuarial assumptions, used to.determme the benefit
obligations: ) -
- ' December 31,
e L x = - 2006 - . ! 20058 - :
‘ Non-Qualified 1 Non-Qualified
Retirement  Retirement Excess Retirement  Retirement Excess
' Income Income Benefit Income Income Benefit
- - v Plan___. :Plan Plan - Plan Plans Plan
Dlscount rate.. e 5.90% 5.70% s, 90% ‘ 550% . 5.50% 5.50%
Rate of compensatlon mcrease vt 7 5.00% N/A = - 5.00% 5.00% N/A 5.00%
L P . i . - H . .

. "The components of nét periodic benefit cost'are presente'd below (in thousands):

. Years Ended Decemher 31, .
2006 2005" L 2004

. . Non- . Nen- - 7 " Non-
L T Qualified © - ¢ Qualified S Qualified
Retirement Retirement Retirement Retirement Retirement Retirement
) i . Income  Income , Income . Income . Income : - .Income

R Plan Plans Plan ] Plans : Plan Plans

- v P - - e - TR
Service cost ................ 3 5466 $ 141 $ 5 021 3 143 $ 4382 3% 59
Interest cost .......... rvvereerie e s inesassnrrarenaas 9,862 1,236 9,351 1,281 8,891 1,227

Expected return on plan assets (11,029) . . ~ ) (9,426) - (7,926) -

Amortization of; T ’ _
Net loss 4,202 . 299 3,938 291 3,329 94
22" 94 21 94 21 94
5 8553 % 1,770 $ 8905 % 1,808 § 8697 § 1,474
! o @

108




EL PASO ELECTRIC.COMPANY AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

. The changes in benefit obllgatlons recogmzed in other comprehensive income are presented
below (in thousands): e A .

Years Ended Décember 31,

2006 2005 _ 2004
e : Non- Non- Non-
ol v .. - Qualified Qualified Qualified
’ Retirement  Retirement  Retirement  Retirement  Retirement  Retirement
L Income - °.Income Income Income Income Income
R Plan : ., .__ Plans Plan Plang Plan Plans
Increase (decrease) in minimum liability
included in other comprehensive IR - -
income before adoption of - C .
SFAS NO. 158..ccsiveevcrirnrnreereronns $ (16363 '8 (3560) § 5757 § 371 0% 775 % 638
Increase (decrease) in accumulated e
other comprehensive income due to ) i
adoption'of SFAS No. 158t 30785 <~ im1 o= . o = - -
Total recognized in other : e
comprehensive income......oovne. $ 14, 422 $ 1221 § 5757 § 371 3 775 § 638
. i
__. The total amount recognized in net per10dlc benefit costs and other comprehensive income are
presented below. (m thousands) . : : : _
" L " "'Years Ended December 31,
' 2006 _2005° 2004
T . Non- ' Non- Non-
, Qualified . Qualified , Qﬁaliﬂed .
. Retirement Retirement  Retirement Retirement  Retirement Retirement
. , Ancome Income Income [ncome , Income Income
o . _Plan " _Pans - ' Plan - _ Pians Plan___ Plans -
Total recognized in net-periodic benefit * l
- cost and other comprehensive - - - - ' - .
INCOME, .\mveeerienecienieiseee. § 20,975 8 2991 8 14,662 $__2,080 8§ 9472 § 2,112
. tu . . - n . » b 1

The following are amounts in accumulated other comprehensive'incomg that are expected to be
recognized as components of net periodic benefit cost’during 2007 (in thousands):

L ' ' . P 4

s ‘ ’ Non-Qualified
‘ ' Retirement Retirement ’
. . : Income Income .
’ Plan _ -Plans - y
NEt 0SS ..ot $ 2,741 $ 185
Prior service COost......oovvevveveveennn, 21 94
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EL.PASO ELECTRIC'COMPANY AND SUBSIDIARY
NOTES TO CGONSOLIDATED FINANCIAL STATEMENTS

The followirig-are the weighted-average actuarial assumptions used to determine the net’ perlodlc
benefit cost at December 31: :

. “r 2006 2005 2004
- - ~ - - - Non: = Non- Non-
. L. ) “Qualified Qualified Qualified
. ' T . Retlrement Retlrement Retirement  Retirement  Retirement Retirement
- . - L-Income Income . Income Income "~ Income Income
Plan Plans Plan Plans Plan __Plans
Discount rate ........... LU Y e - 5.50% - - 5.50% 575% - 5.75% - 6.00% 6.00%
Expected long-term return on - . ' . S
plan assets .. e 8.50% . N/A 8.30% N/A 8.50% . N/A
Rate of compensatmn increase.................. - 5.00% 5.00% 5.00% 5.00% " 5.00% 5.00%

N " . f , '

The Company reassesses various actuarlal assumptions at least on an annual ba515 The discount
rate is changed at each measurement date based. on prevailing market interest rates inherent in high-
quality (AA and better) corporate bonds that would provide the future cash. flow* needed to pay the
bénefits included in the benefit obligation as they become due, as well as on publicly available bond
indices. The Company changed its discount rate to determine the benefit abligations for the retirement
incomne .plan and-the Excess Benefit Plan from 5:50% to 5.90% and the non-qualified retirement income
plan from 5.50% to 5.70% at December 31, 2006." For determining 2007 benefit costs, the. 5.90% and
the 5.70%" discount rates are not.expected to change.. A -1.0% decrease in the discount rate would
increase the 2006 retirement plans' projected-benefit' obligation by .15%. *A 1.0% increase in. the
discount rate'would decrease the 2006 retirement plans'iprojected benefit obligation by 12%. !

+ .. The Company's.overall-expected.long-term rate of return ‘on assets is 8.50%, which'is both a pre-
tax and.after-tax rate as-pension funds are generally not subject to income tax. - The expected long-term

rate of return is based on the weighted average of the expected returns-on investments based upon the

target asset allocation of the pension fund. The Retirement Plan fund includes a diversified portfolio of
mutual funds investing in equity securities including large and small capital funds, international funds,
and an energy industry specific fund. In addition, the Retirement Plan fund includes mutuat funds that
invest in commodities and emerging market debt. The Retirement Plan fund also invests in fixed
income securities. The target long-term asset allocation provides for investments in real estate. The
expected returns for mutual fund investments are based on historical risk premiums above the current

fixed income rate, while the expected returns for the fixed income securities are based on the portfolio's
yield to maturity.
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The Company’s Retirement Plan fund actual and target long-term asset allocations are as
follows: : Co '

. -0 R December 31,
_ - 2006 2005
Asset Category ~ ~ _Actual_ Target Actual Target
Equity funds.........ccccoccocces et :54% . 55% 66% . 65% .
Fixed income........ccocovvocicriccniiiiinn - ' 37 35 34 5
Alternative investments ............cccoovveenns 9 __10 — -
Total ..t v . 100% 100% 100% 100%

. B e L

The Company adheres to the traditional capital. market pricing theory which maintains that over
the long term, the risk-of owning equities should be rewarded with a greater return than available from
fixed income investments. The Company seeks to minimize the risk of owning equity securities by
investing in-mutual fiinds that pursue risk minimization strategies'and by diversifying its investments to
limit its risks. during falling markets. The investment managers have full discretionary authority to
direct the investment of plan assets held .in trust within the guidelines prescribed by the Company
through the plan's investment policy statement- inchiding the ability to hold cash equivalents. The
investment guidelines . of the investment policy statement -are in- accordance with the Employee
Retirement Income Security Act of 1974 (ERISA).and Department of Labor (DOL}) regulations.

The contributions for the Retirement Plan, as actuarially, calculated, are at least the minimum
funding amounts required by the IRS: - The Company expects to' contribute $13.6 million to its
retirement plans .in 2007, although the Company has no 2007 minimum funding requirements for the
Retirement Plan. . . ’ K T

i
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EE PASO:ELECTRIC*COMPANY AND SUBSIDIARY
NOTEST OFCONSOL]D‘ATED‘?E]NANCIA‘I}' STATEMENTS

.1 The following'benefiti payments which reflect expected future - servnce, as- approprlate are

expected to be paid (in thousands): ¢ « .« 71 AL T DL r RNe L Sl et LT

PP S 1 i s_..r._ﬁ,,-., . Non-
T : .. Qualified .
bt R _ Retirement ‘ Retlrement )
. KR . lncome . Income . .-
e R : Plan - __Plans
Y oy, T
ey 2007 e $_j T 6072 '_fj$_ 6490
we . 2008 . ki S S6,375 (. r,6280
22000 s - 706842 ' ¥ 159"

_ p10) [ 7,818 C L1632
m 10 200 e e 5, 8,668 ., 1590 L
v 2012-2016. s C . 59,092 s o 8,603 . ri.

et
i
et

B R TRTL Y SR

Other Postretirem'ént Beneﬁts., . oo
! v, '=rj-' ;’ : .e‘- R R T
The Company provides certain health care benefits for retired employees and their eligible
dependents and \hfe insurance benefits for retired employees only Substanttally all of the Company's
employees may. become eligible for those benefits 1f they ret1re whlle workmg for the Company.
Contributions from the Company are based on the fundmg amounts, established in the Texas Rate
Stipulation. The assets of the plan are invested in equity securities, debt securities, and cash equivalents
“and- are managed by. professmnal investment managers appomted by the Company S
. C ' Soorenfe b0 e Gl R R T YL, Lt L Ta e e o
The Company determmed that the prescription drug beneﬁts of its plan were- actuarially
equivalent to the Medicare Part D benefit provided for in the Medicare Prescription Drug, Improvement
and Mddetnizatioft. Aet of 30031 FASB: Staff Position No.106-2 "Accouriting - -and Disclosure
Requirements Related to the Med1care Prescnptlon Dtug, Improvément and Modémization ‘Act of 2003"
requlres -ineasurement: of’ the’ postretirement ‘benefit obhganon the plan assets ‘and 'the net penodIC
postretiremént benefit cost to’ reﬂect the effects of the subsidy:™* - + . e Sl

M [ A T L

]
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. The following table contains ajreconciliation of-the change in the benefit obligation,’ the fair

value of plan assets, and the funded status of the plans (in thousands): - . . . :
December 31,
2006 2005
Change in benel‘ t obligation: .
Benefit obl:gatlon at end ofpnor year...'...' .......... by 112,769 § 114,637
Service cost.. 4,584 4,749
Interest cost.., 5,762 6,667
Amendm’ents.......................I ........ - (22,711)
Actuarial 1088 (Z2IN}.....orivirnseccieiimiiiiiins (6,863) 11,703
Benefits paid ... (2,658) -+ ° (2,650)
Retiree contrlbutlons 33 - 374
Benefit obligation at end ofyear wovnene 113,933 112,765
Change in plan assets: o
Fair value of plan assets at end of pnor year ...... <. 2477 23,207
Actual return 6n plan assets.... ...l eerreeneniiinnns 2,678 - ’ 364
Employer contribution............cocivieninnninnnnn 3,422 3,422
Benefits paid... (2,658) (2,650}, .
Retiree Contributions................ 339 : K7
Fair value of plan assets at end of year 28,498 24,717
Funded, status v, B (85435)  (83,052) .
_ Unrecognized net actuarial loss (gam) .......... o ‘7,284 o
e Unrecogmzed prior service benefit............. Coon C - (4316 0 "
' ' Accrued postretlrement COSt! e Levriven % I

Amounts recogmzed in the Companys consolldated batance sheets as .a.nom- current liability
consist of accrued postretirement costs of $85.4 million and $105.1 million for 2006 and 2005,
respectively. . . . : :

On December 31, 2006 the Company adopted SFAS No. 158 "Employers Accountmg for
Defined. Benefit Pension, and Other Postretirement Plans”, which amended SFAS No. 106. and SFAS
No. 132R. The Company uses a measurement date of December 31 for its other postretirement benefits
plan, therefore there were no adjustments related to.a change in measurement date as a.result of the
adoption of SFAS No. 158,
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The following table represents the incremental effects related to the Retirement Plans and Other
Postretirement Benefits of applying SFAS No. 158 on certain Balance Sheet line items (in thousands):

L . 7 Béfore Other After

Application of Retirement Postretirement Application of

v SFAS No. 158 . Plans __ - Beriefits - _SFAS No. 158

ReGUIALOTY BSSELS ..o scieomsssmsseeenns $0 . * 35,188 § . (549) 8. 374 s 35013
Other deferred charges and other assets........cooirae ¢ 19,837 . (902) ‘ . - . . 18,935
Total deferred charges and other assets.............. . 169,741 . (1,451 L. * 1374 ; 168,664
Total SSELS....ovvvverevesoar s ssnemee s 1,715,731 (145D 374 1,714,654

Accumulated other comprehensive income,

DEEOFAX oo oeeeesrvssrrngeeeemsessemvnise. § . (11,855) (20,349) 13,888 (18,316)
Common stock equity ... - 586,136 {20,349) 13,888 579,675
Total capitalization. .......c..veeeeereccemerrrecees 1,202,266 (20,349) 13,888 1,195,805

Other CUMTENt BABIHES ..o 26,646 “1,649 S 28,295
Total current liabilities.......orvvorvreevrcrcvre 109,409 1649 . - 111,058

F T R et R R L — ' 153,974 .(1-2,574) o 8,581 . 149,981
Accrued postretirement benefit liability............... . 107,661 - . (22,226) 85435
Accrued pension 1Dy ©oZs2as - 30ms - ' 56,260
Regulatory liabilities .. 15,140 ' as2y . . 131 15,079
Total deferred crcdsls and other llabllmes ‘ 404,056 ’ C 17,249 l (13,514) 407,791

Total capitalization and Ilabll_mcs....:...,. = 1.715 23 (1.451) 374 1,714,654

t
i - s

! 'Amounts recogmzed in accumulated comprehensrve mcome that have not been recogmzed as a
component of net periodic cost in accordance with SFAS No. 158 consist of the following for the year
ended December 31 (in thousands):

L

2006

T Netgain....i i reertreeeeaenes $ (780)
; Prlor service beffefit ..o (21.446)
$ (22,226)
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The following are ‘the-weighted-average actuarlal assumptlons used. tosdetermine the accrued

postretirement Costs: ¢ vt Lo Lo r L W, N Kot O L A LT
2006 2005
Drscount rate at end of year..'.._..‘.._._.....,.,ﬂ.. l _.519()"_'/9;' © 0 5.50%
Trend rates: .
Initial .....cccovnnnennns Terresseses RETRORTIN o 9.60%- . 9.60%. :
Ultimate .......ooevieeeciiianns Wieeeensnrenne . 6.00% 6.00% | te.ogul oot LT
Years ultimate reached ....2..coeins ST Y S PR

Net per1odtc beneﬁt cost is made up of the components hsted below (m thousands)

L AV L

¢ e : : Years Ended December 31

o I 2006 -__2005 3004
SEIVICE COSL.vviriiriiieereeinereerreseeeeeeeearessesnens $ = 4,584 $ 4 749 $ 3,796
TREETESE COSLurnrnrrriereemeeeeeciesissrssessesnannenes - 5,762 ' 6667 o 5,839 " R
Expected return on plan assets ... 0%........ H1,478) o (138 v - (1;25'8)'
Amortization of: ‘ i o S e
" PriOr SEIVICe COSt......vveumerrcncmsinnns e o (2,869) - (355) " - 251y,
Net aiN....ocoelimmerrcini '[ — SRS LI 1. 74 B
Net periodic_benefit cost................. $ 5'.992 $ 9679 % 7 739

" The changes in benefit obllgatlons resulted in‘a decrease in’ other comprehenswe income of
$22.2 million at December 31, 2006 due to the adoption of SFAS No. 158., There were no changes in
other comprehenswe income due to changes in the beneﬂt obllgatrons for 2005 anid 2004

3 tse M0, . . [ M

The total recognized in net periodic benefit cost and other comprehenswe mcomefare presented
below (in thousands):

. ; Years Ended December 31,
A . e L2006 el 20080 v 2004

Total recognized in net periodic benefit
cost and other comprehensive

IDICOMNE 1o eeeeeeeeeiiieessserreeeeeeesreseasanannes b {16,227) § 9.679 3 1,739

The amount of prior service benefit in accumulated other comprehensive income expected to be
recognized as a component of periodic benefit cost during 2007 is $2.9 million.
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- The following are the welghted average actuarial assumptlons used to determme the net periodic

: beneﬁt cost: . : - coe TH ‘

R . e o, R . o e wad e e - R .

Co - ST P A _2006 V20050 2004
Discount rate at begtnning ofyear...:....'.‘........‘..I 5. 50% A 'J. 5.75% . L 6,(')_0%\',‘ :
Expected long-term return.on plan assets........ s, 90/_0 L S5:90% 0 5:90%,;,
.Trend rates: . - Tt e ot e S IR +

 IItAL e, eetengenenge L 9.60% - L0 9.60% 1 9.60% .

L UIMBLE cotvveereecieeseeeesieseesl oo, 5 6.00% . v 6.00%.. 6.00% . .

Years ultimate reached ................................ 4 4 .4

The Company reassesses various actuarial assumptions at least on an annual basis. The discount
rate is evaluafed at each measurement date-based on prevailing market interest rates inherent i in high-
quality (AA and better) corporaté bonds that would provide the future cash.flow needed to pay the
benéfits included in the benefit obligation as they bétome due, as well as on publicly available bond
indices. At December 31, 2006, the Company changed its discount rate from 5.50% to 5.90% for the
other postretirement beneﬁts plan. For determmmg 2007 benefit cost, the 5.90% dlscount rate is ‘not
expected to change. A 1.0% decrease in the discount ratc would increase the 2006 accumulated
postrettrement benefit obligation by 17.1%. A 1.0% increase in the dlscount rate would decrease the
2006 Accumulated postretirement benefit obligation by-13.5%.

For measurement purposes, 'a-9.6% annual rate of incrédse in the per capita cost of ‘covered
health care benefits was as§umed for 2007; the rate was assumed to decrease gradually to 6% for 2010
and remain at that level thereafter. Asstumed'health care cost trend rates have a significant effect on the
amounts reported for the health care plan. ‘The effect of a-1% change in these assumed health care cost
trend rates would ‘increase or decrease. the benefit obligation by $19.0'million or $1'5.3 million;’
respectively. . In-addition, sucha .1% change would increase or decrease’ the aggregate service and
interest cost-components of the net periodic benefit cost by $2.1 million or $1.6 million, respectively.

ey
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- The Company's overall expected long-term rate of return; on assets, on an after-tax ba31s is
5. 90% The expected long-term rate of return is based on the after-tax weighted average of the expected
returns on investments based upon the target asset allocation. The asset portfolio includes a diversified
mix of mutual funds investing in equity securities including large and small capital funds, international
funds, and an energy mdustry spemﬁc fund.” In addition, the asset portfolio includes mutual funds that
invest in commodities and emerging market debt. The asset portfolio also-includes fixéd-income
securities and cash equivalents. The target long-term asset-ailocation provides for iiivestments in real
estate. The expected returns for mutual fund investments are based on historical risk premlums above
the current fixed income rate, while the expected returns for the fixed income securities are based on the
portfolio's yleld to maturity. The Company's ‘asset portfolio actual and target long-term asset'allocatlons
are as follows!

: s R S IR i L December31,

St e e T 2006 L T - 2005 -

T UAsset Cdtegory Lo Actual' " _Target ' “Actual' - _Target "
, S Con TN ST e
BQUity UGS oot T 62% T 60% T 63% 55%'.'
Fixed 1nc0me.._...'.(.' ...... s ; ..':....f.'.'"' ' f29".= T30 o 37 Y3 v
“Alternative mvestments...’. ..... JROR B 9 10 ' - ,' )
T IOl et C—_100% . 100% .__100% .__[00%

.. The Company adheres to the traditional capital market pricing theory, which maintains that over
the long,term, the risk of owning equities should be rewarded with a greater return than available from
fixed income investments. The Company seeks to.minimize the risk of owning equity securities by
investing in mutual funds that pursue risk minimization strategies and by diversifying its investments to
limit its risks during falling markets.. The investment managers have full discretionary authority to
direct the investment -of plan assets held in trust within,the guidelines prescribed by the.Company
through the -plan’s investment policy statement :including the.ability to hold cash. equivalents.- The
investment guidelines of the investment policy statement are in;accordance with the ERISA and DOL
regulations.

. The Company expects to contribute $3.4 million to its other postretirement benefits plan in 2007.
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The following benefit payments, which reflect expected future service; as -appropriate, are

expected to be paid (in thousands):

BT t . Lo

‘ Including Excluding Reduction due
. o oL Medicare . Medicare @ - to the Medicare
e ~.-i .- . .. PartD Subsidy PartD Subsidy, ~PartD Subsidy .. - .y
2007 .t $ 0 37194 0§ 03,5020 0 <§ . (308) v
2008 ... 3,653 3,998 (345)
2009 e 4,127 4,516 (389) . -+ e.ld
2000 4,732 5,158 (426)
e 2201 bt 51345 - 58150 ) 470y o 2
e 2012-2016..............« . 36,566 = . 39,862:, C(3;296) e ot o-
- L N T DI L PR ISR RTEN |
401(k) Defined Contribution Plans ' .f} BN A POV TN AR IR

- h N LV SRS R R Y T

The Company sponsors 401(k) defined contr:butlon plans covermg substantlally all employees.
Historically, the Company has provided a 50 percent matching contribution up .to 6‘percent:ofithe
employee's compensation subject to certain other limits and exclusions. Total matching contributions

made to, the savings plans for the years 2006, 2005 and 2004 were $1.5. mllhon $1.5 million and

$1.3 million, respectively. - . C e Tt ek

y . S T R I e ERIR
Annual Short-Term Bonus Plan - . ‘ T PN ey
* - *The Annual Short-Term Bonus Plan (the "Bonus Plan") provides for the.payment of cash awards
to-eligible Company employees, including each of its named executive officers. Payment of awards is
based on the achievement of performance measures reviewed and approved by, the Company's Board of
Directors Compensation Committee. Generally, these performance'measures:are based on.meeting
certain financial, operational and individual performance criteria. The financial performance goals are
based on earnings per share and the operational performance goals are based on safety and customer
“satisfaction. If a certain level of earnings per share is not attained, no bonuses will be paid under the
Bonus Plan. The Company was able to attain the required levels of improvements in the earnings per
share, customer satisfaction, and safety goals for low risk employees to pay a $4.8 million bonus for
2006. In 2005, the Company was able to attain the required levels of improvements in the earnings per
share and the safety goals for low risk employees which resulted in a bonus of $2.5 million. In 2004 the
Company was able to attain the required levels of improvement in earnings per share and the customer
satisfaction goals which resulted in a bonus of $3.5 million. The Company was also able to attain the
required levels of improvement in the safety performance measures for medium and high risk employees
in 2006, 2005 and 2004, which resulted in safety bonuses of $1.3 million,.$1.0 million, and $0.9 million,
respectively. The Company has renewed the Bonus Plan in 2007 with similar goals.
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L. Franchises and Significant Customers
City of El Paso Franchise

The Company has a franchise agreement with the City of El Paso, the largest city it serves,
through July 31,'2030.. The franchise agreement includes a 3.25% annual franchise fee and allows the
Company to utilize public rights-of-way necessary to serve its retail customers within the City.

Las Cruces Franchise

In February 2000, the Company and Las Cruces entered into a seven-year franchise agreement
with a 2% annual franchise fee (approximately $1.4 million per year} for the provision of electric
distribution service. Las Cruces exercised its right to extend the franchise for an additional two-year
term ending April 30, 2009 by waiving its option to purchase the Company's distribution system
pursuant to the terms of a February 2000 settlement agreement.

Military Installations -

+ The Company currently serves Holloman Air Force Base ("Holloman"), White Sands Missile
Range ("White Sands") and the United States Army Air Defense Center at Fort Bliss ("Ft. Bliss"). The
Company's sales to the military bases represent approximately 2% of annual operating revenues. The
Company signed a contract with Ft. Bliss in December 1998 under which Ft. Bliss will take. retail
electric service from the Company through December 2008. In May 1999, the Army and the Company
entered into a ten-year contract- to- provide retail electric service to White Sands." In March 2006, the
Company signed a new contract, subject to regulatory approval; with Holloman that provides for the
Company to provide retail electric service and limited wheelmg services to Holloman for a ten-year
term whlch expires in January 2016.: :
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M.  Financial Instruments and Investments Con

SFAS No. 107, "Disclosure about Fair Value of Financial Instruments," requires the Company to
disclose estimated fair values. for its financial instruments. The Company has determined that cash and
temporary mvestments accounts receivable, -decommissioning trust funds, long-term debt and financing
obltgatlons accounts payable and customeér deposnts meet the definition of financial instruments. The
carrying amounts of cash and temporary investments, accounts receivable, accounts payable and

customer deposits appr9x1mate fair value because ofl the short maturity of these items.
Decommlssmnmg trust funds are camed at market value

The fair values of the Company's long:term debt and financing obligations, including the cuirent

portion thereof, are based on estimated market prices for similar issues and are presented below (in -

thousands):

‘ A S ~ December 31, ' "

S A L2006 . ' 2005 -
e Estimated ‘Estimated
Carrying’ Fair - 'Carrying * Fair
Amount Value Amount Value

Pollution Control Bonds ......ccccocceer......... $193,135  $193,539 $193,135  $ 193,399

Senior Notes..c.....oerurunnn. e 397,730 384,920 397,703 . 397,957
Nuclear Fuel Financing (1)......ccocooveiivnene 46,240 46,240 41,907 - 41,907

F

Total e $ 637,105 §_ 624,699 $ 632,745 $ 633,263

(1) The interest rate on the Company's financing for nuclear fuel purchases is reset every quarter to
“ reflect current market rates. Consequently, the carrying value approximates fair value. '

Treasury Rate Locks. During the first.quarter of 2005, the Company entered into treasury rate
lock agreements to hedge against potential movements in the treasury reference interest rate pending the
issuance of the Notes. These treasury rate locks were terminated on May 11, 2005. The. treasury rate
lock agreements met the criteria for hedge accounting and were designated as a cash flow hedge. In
accordance with cash flow hedge accounting, the Company recorded the loss associated with the fair
value of the cash flow hedge of approximately $14.0 million, net of tax, as a component of accumulated
other comprehensive loss. In May 2005, the Company began to recognize in-earnings (as additional
interest -expense) the accumulated other comprehensive loss associated with the cash- flow hedge.
During - the -next twelve -month period, approxnmately £0.3 mllllon -of th1s dccumulated other
comprehenswe Ioss item w1ll be reclassified to interest expense.

+ - o K - ! T

‘Contracts’ and ‘Derivative Accounting. The Company uses commeodity contracts to manage its
exposure to price and availability risks for fuel ‘purchases and power sales and purchases and these
contracts generally have the characteristics of derivatives. The Company does not trade-or use these
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instruments with the objective of earning financial gains'on the commodity price fluctuations. The
Company has determined that all such contracts outstanding at December 31, 2006, except for certain
natural gas commodity’contracts with ‘optionality Teatures, that had the characteristics of derivatives met
the "normal purchases and normal sales" exceptlon provided in ‘SFAS No:'133, and, as such, weré not
requnred to be accounted for as denvatlves pursuant to SFAS No. 133 and other gundance o v

. EERTIVEE IR i t T

The Company determined that certain’of its natural gas commodity contracts with optionality
features are' not eligible for the normal purchases exceptlon and, therefore, are required to be accounted
for as derivative instruments pursuant to SFAS No. 133 However, as of December 31 2006, the
variable, market-based pricing provisions of existing gas contracts arc such that these derivative
instruments have no significant falr value. v B AP

Marketable Securities. The Company's marketable securities, included in decommissioning trust
funds in the balance sheets, are reported at fair value which was $114.7 million at December 31, 2006.
Gross unreallzed losses on marketable securltles and the fair value of the related securities, aggregated
by investment category and length of time that individual securities have been in a continuous

unrealized loss position, at December 31, 2006, were as follows (in thousands):

* " Less than 12 Months 12 Months or Longer Total
Fair Unrealized Fair  Unrealized Fair  Unrealized
"_Value Losses Value Losses Valué _“_ Losses
Description of Securities: v P
U.S. Treasury Obligations
and Direct Obligations of e . , v
U.S. Government Agencies..........cou.n.. $ 47223 % @21 § 5532 8 (184) %5 9755 § (205)
Federal Agency Morigage -
Backed Securities .................. S ey 2500 2) . 590 . 30 -840 + 32)
Municipal Oblations ...........eersrerivsennns 12,336 (56) . 1,517 (65) 13,853 (121)
Corporate Obligations.........cccooevvvvirenens 612 () 841 (27 1,453 (34)
Total debt securities .......c.c.ocovvnens o 17,421 (86) 8480  (306) 25901 (392)
COMMON STOCK ....oveeeeieerieiire e ’ 4,510 C(i6l) 662 (199) 5 l72 ) (360)
" Total temporarily lmpalred . LT )
securities ... ... -8 21931 § 247) 3§ .9 142 S (305} $_3__1 § gzgg)

’ R - R "

The total lmpalred securities are comprised of approx1mately 80 mvestments that are in an
unrealized loss position. The Company. monitors the length of timethe investment trades below its cost
basis along with the amount and percentage of the unrealized loss in determining if a.decline in fair
value of marketable securities below original cost is considered to be other than temporary., In addition,
the Company will research the future prospects of individual securities'as necessary. As a result of these
factors, as well as the Company's intent and ability to hold these investments until their market price
recovers, these investments are not considered other-than-temporarily impaired. The Company will not
have a requirement to expend monies held in-trust before 2024 or a later period when the, Company
begins to decommission Palo Verde. For 2006, the Company realized a $0.8 million gain on the sale of
investments that were previously considered impaired. During the years ended December 31, 2006 -and
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2004, the Company recognized other than temporary. imipairment losses- of, marketable securities of

$0.5 million and $0.3 million, respectively. The Company did not recognize any impairment losses for
2005. :

N. .. Supplemental Statements of Cash Flows.Disclosures ...
L I "f " . Years Ended December 31,
CL e , L 2006 2005 _ 2004
(In thousands) . . / -
" 4 . fa . ot 1 -
Caéh paid for: e
Interest on long-term debt and - . -
financing obligations ..........cccccocoeenen.. $ 33302 § 484077 % 49,392 -
© v Income taxes. ... SR e . 5,666 1,195 9,385 °

Other IMErest........ccoovveiniieeeeee e - - -5
Non-cash investing and ﬁnanci‘ng activities:
Grants of restricted shares of 1 : I '
COMMON SOCK...v- v, 1,529 1,975 » - 812
Change in federal and state deferred tax - ' ’ '
valuation allowance credited to
_ capital in excess of stated value () - S '3,:’;80 '

(1) The 2004 change is primarily related to a revaluation of investment t'éx"credits as a result of
the IRS settlement. ' '
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0. Selected Quarterly Financial Data (Unaudited)

2006 Quarters

: 2005 Quarters
4th 3rd 2nd 1st 4th 3rd 2nd 1st
. (In thousands except for share data)
Operating révenues {1) .. . $193,281 $228,949 $211,796 $182,429 $213,397 5242,031 $189,300 $159,185
Operating income .. 19,968 51,055 22,192 22,347 15,611 51,278 22,333 18,661
Income (loss) before extraordmary nem and

cumulative effect of accounting change ............. 9,758 27,076 15,249 9,304 7,808 28,012 {3,962} 4,757
Extraordinary gain on re-application of )

SFAS No. 71, net of 1ax... 6,063 - - - - .o - -
Cumulative, eﬂ‘ect of accountmg change .

NEE O TAX .ol - - - - {1,093) - - -
Net income (Ioss) 15,821 27,076 15,249 9,304 6.715 28,012 (3,962) 4,757
Basic eamings per share: : ’

[ncome (loss) before extraordinary item and

cumulative effect of accounting change........... 0.21 0.57 032 0.19 0.16 059  (0.08) 0.10

Extraordinary gain on re-application of ' ' ' ;

SFAS No. 71, net of tax ... 0.13 - - - - - ~ -

Cumulative effect of accountmg change )

net of tax... - - - - (0.02) - T - -

Net income (loss) 0.34 0.57 0.32 0.19 0.14 0.59 (0.08) 0.10

Diluted earnings per share: : coo. :

Income (loss) before extraordinary item and . ]

cumulative effect of accounting change........... 0.21 0.56 0.31 0.19 0.16 0.58 (0.08) .10
Extraordinary gain on re-application of

SFAS No. 71, net of tax .. - 0.13 - - - e = - - -
Cumulative effect of accountmg changc .

net of tax... - - - (0.02) - - -

Net income (loss) 0.34 0.56 0.31 0.19 0.14 0.58 (0.08) 0.10

(1) Operating revenues are seasonal in nature, with the peak sales periods generally occurring during the
summer months. Comparisons among quarters of a year may not represent overall -trends and

changes in operations.
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ltem 9. Changes in and Disagreements with Accountants on Accounting and Financial
Disclosure

None.
Item 9A. Controls and Procedures

Evaluation of disclosure controls and procedures. During the period covered by this report, our
chief executive officer and chief financial officer, after evaluating the effectiveness of the Company's
"disclosure controls and procedures” (as defined in the Securities Exchange Act of 1934 Rules 13a-15(e)
and 15d-15(e)) as of December 31, 2006, (the "Evaluation Date"), concluded that as of the Evaluation
Date, our disclosure controls and procedures (as required by paragraph (b) of the Securities Exchange
Act of 1934 Rules 13a-15 or 15d-15) were adequate and designed to ensure that material information
relating to us and our consolidated subsidiary would be made known to them by others within those
entities.

Management's Annual Report on Internal Control Over Financial Reporting. Included herein
under the caption "Management Report on Internal Control Over Financial Reporting” on page 52 of
this report.

Changes in internal control over financial reporting. There were no changes in our internal

control over financial reporting in connection with the evaluation- required by paragraph (d) of the
Securities Exchange Act of 1934 Rules 13a-15 or 15d-15, that occurred during the quarter ended
December 31, 2006, that materially affected, or that were reasonably likely to materially affect, our
internal control over financial reporting.
_Item 9B. Other Information

None.

PART HI and PART IV

The information set forth in Part l‘ll and Part IV has been omitted from this Annual Report to
Shareholders.
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